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THE FEDERAL GOVERNMENT’S CONSOLI- 
DATED FINANCIAL STATEMENTS: ARE THEY 
RELIABLE? 


TUESDAY, APRIL 9, 2002 

House of Representatives, 

Subcommittee on Government Efficiency, Financial 
Management and Intergovernmental Relations, 

Committee on Government Reform, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10 a.m., in room 
2154, Rayburn House Office Building, Hon. Stephen Horn (chair- 
man of the subcommittee) presiding. 

Present: Representative Horn. 

Staff present: J. Russell George, staff director and chief counsel; 
Bonnie Heald, deputy staff director; Henry Wray, senior counsel; 
Rosa Harris, professional staff member, GAO detailee; Justin 
Paulhamus, clerk; Michael Sazonov, subcommittee intern; David 
McMillen, minority professional staff member; and Jean Gosa, mi- 
nority clerk. 

Mr. Horn. A quorum being present, the hearing of the Sub- 
committee on Government Efficiency, Financial Management and 
Intergovernmental Relations will come to order. 

We are here today to examine the financial management prac- 
tices of the executive branch of the Federal Government. Specifi- 
cally, we want to learn whether Federal departments and agencies 
have made any progress in accounting for the billions of taxpayer 
dollars they spend each year. 

Throughout the past decade. Congress has sought ways to make 
the executive branch of the government financially accountable to 
the Nation’s taxpayers. The Chief Financial Officers Act of 1990, as 
amended by the Government Management Reform Act of 1994, is 
one of several financial reforms that received bipartisan support 
from Congress and the President. 

The law requires that 24 major departments and agencies in the 
executive branch of the government prepare annual, audited finan- 
cial statements. These reports are to be submitted to the Office of 
Management and Budget by March 1st. The law also requires the 
Department of the Treasury to prepare annual consolidated, gov- 
ernmentwide financial statements and the General Accounting Of- 
fice to audit and report on these financial statements by March 
31st. 

The General Accounting Office’s report on the consolidated, gov- 
ernmentwide statements for fiscal year 2001 was released on 

( 1 ) 
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March 29, 2002. Based on the GAO report, agency auditors’ find- 
ings and a survey of agency Inspectors General, the suhcommittee 
is releasing its governmentwide financial management report card 
today. 

This year, the suhcommittee used more rigorous criteria to deter- 
mine agency grades than in the previous years when the sub- 
committee focused on criteria such as whether agencies could 
produce clean, auditable financial statements in a timely fashion. 

This year, similar to last year, 18 agencies were able to produce 
clean statements, although they often required extraordinary ef- 
forts to do so. Likewise, all 24 agencies filed their financial state- 
ments on time again this year. 

Nevertheless, these criteria do not guarantee that agencies are 
capable of producing reliable and useful financial information for 
day-to-day decisionmaking, including information on program costs. 
Although agencies have improved, they are still unable to achieve 
that goal. 

This year, the executive branch of the Federal Government has 
earned a grade of D for its overall financial management during 
fiscal year 2001. Sixteen of the 24 agencies received a lower grade 
than last year. Most noticeable among those agencies, three that 
received As on last year’s report card fell miserably this year. The 
National Aeronautics and Space Administration’s grade fell to an 
F. The Small Business Administration’s grade fell to a D plus. And 
the Department of Energy received a mediocre C this year. The De- 
partment of Energy’s lower grade may be attributed to the sub- 
committee’s new criteria. However, even without the more rigorous 
criteria, NASA still would earned an E this year, and the Small 
Business Administration still would have earned a D plus. 

In NASA’s case, new auditors took a fresh look at the agency’s 
books and found several significant problems. Auditors at the 
Small Business Administration found that the agency did not have 
effective internal controls and did not comply with all Eederal fi- 
nancial management laws, as it had in previous years. 

The failures of a few agencies continue to tarnish the overall 
record of the executive branch of government. Eor the 5th consecu- 
tive year, the Agency for International Development and two of the 
governments largest departments, the Department of Defense and 
the Department of Agriculture, still face significant financial man- 
agement challenges. They again received the unacceptable grade of 
E. 

Until Eederal agencies have financial systems that can generate 
reliable and useful information to support day-to-day management 
and policymaking, the Government’s financial challenges will con- 
tinue and the taxpayers of this Nation will rightly question the 
government’s ever-increasing need for tax dollars. 

[The prepared statement of Hon. Stephen Horn follows:] 
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Opening Statement 
Chairman Steve Horn 
Subcommittee on Government Efficiency, 

Financial Management and Intergovernmental Relations 
April 9, 2002 

A quorum being present, this hearing of the Subcommittee on Government Efficiency, Financial 
Management and Intergovernmental Relations will come to order. 

We are here today to examine the financial management practices of the executive branch of the 
federal government. Specifically, we want to leam whether federal departments and agencies have made 
any progress in accounting for the billions of taxpayer dollars they spend each year. 

Throughout the past decade, Congress has sought ways to make the executive branch of the 
Government financially accountable to the nation’s taxpayers. The Chief Financial Officers (CFO) Act of 
1990, as amended by the Government Management Reform Act of 1994, is one of several financial 
reforms that received bipartisan support from congress and the president. The law requires that the 24 
major departments and agencies in the executive branch of the government prepare annual, audited 
financial statements. These reports are to be submitted to the Office of Management and Budget by March 
1“. The law also requires the Department of the Treasury to prepare annual consolidated, government- 
wide financial statements and the General Accounting Office to audit and report on those financial 
statements by March 31*'. 

The General Accounting Office’s report on the consolidated, government-wide statements for 
fiscal year 2001 was released on March 29, 2002. Based on the GAO report, agency auditors’ findings, 
and a survey of agency Inspectors General, the subcommittee is releasing its government-wide financial 
management report card today. 

This year, the subcommittee used more rigorous criteria to determine agency grades than in 
previous years when the subcommittee focused on criteria such as whether agencies could produce clean, 
auditable financial statements in a timely fashion. 

This year, similar to last year, 18 agencies were able to produce clean statements, although they 
often required extraordinary efforts to do so. Likewise, all 24 agencies filed their financial statements on 
time again this year. 
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Nevertheless, these criteria do not guarantee that agencies are capable of producing reliable and 
useful financial information for day-to-day decision-making, including information on program costs. 
Although agencies have improved, they are still unable to achieve that goal. 

This year, the executive branch of the federal government has earned a grade of “D” for its overall 
financial management during fiscal year 2001. Sixteen of the 24 agencies received a lower grade than last 
year. Most notable among those agencies, three that received “A’s” on last year's report card fell 
miserably this year. The National Aeronautics and Space Administration's grade fell to an "F." The Small 
Business Administration's grade fell to a "D-i-," and the Department of Energy received a mediocre “C” 
this year. The Department of Energy's lower grade may be attributed to the subcommittee's new criteria. 
However, even without the more rigorous critaia, NASA still would have earned an "F" this year, and the 
Small Business Administration still would have earned a "D+." 

In NASA's case, new auditors took a fi^h look at the agency's books and found several significant 
problems. Auditors at the Small Business Administration found that the agency did not have effective 
internal controls and did not comply with all federal financial management laws, as it had in previous 
years. 


The failures of a few agencies continue to tmnish the overall record of the executive branch of 
government. For the fifth consecutive year, the Agency for International Development, and two of the 
government's largest departments — the Department of Defense and the Department of Agriculture - still 
face significant financial management challenges. They, again, received the unacceptable grade of "F." 

Until federal agencies have financial systems that can generate reliable and useftil information to 
support day-to-day management and policy-making, the government's financial challenges will continue, 
and the taxpayers of this Nation will rightly question the government's ever-increasing need for tax 
dollars. 


I welcome today’s panel of witnesses, all of whom have key roles in determining the government’s 
financial credibility. 


2 
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Fiscal Year 2001 (for theperiod ended Se ptembe r 30, 20 01) 

Financial Management Status Report 


Federal Departments and Agencies 

Grade 

Federal Departments and Agencies 

Grade 

SSA 

Social Security Administration 

B 

Commerce 

Deoartment of Commerce 

D- 

GSA 

General Services Administration 

B- 

Education 

Department of Education , . 

D- 

DOE 

Department of Energy ' 

C 

Treasury 

Department of the_Treasury_ 

D- 

OPM 

Office of Personnel Management 

C 

NRC 

Nuclear Reauiatorv Commission 

D- 

Labor 

Department of Labor 

c- 

Justice 

Department of Justice 

D- 

NSF 

National Science Foundation , ; 

c- 

state 

Department of State 

D- 

EPA 

Environmental Protection Agency 

D+ 

DOT 

pepartrrient of Transportation 

D- 

SBA 

Small Business Administration 

D+ 

AID 

Aaencv for International Development 

F 

HHS 

Department of Health and Human Services 

D 

FEMA 

Federal Emergency Management Administration 

F 

HUD 

Department of Housing and Urban Develooment 

D 

Agriculture 

Department of Agriculture 

F 

Interior 

Department of the Interior 

D 

DOD 

Department of Defense 

F 

VA 

Department of Veterans Affairs 

D 

NASA 

National Aeronautics and Space Administration 

F 



Governmentwide Grade 

D 





Prepared for Sabcommittee Chairman Stephen Horn, Subcoininittee on Governnent Ellkiency, Financial Manageihent and intergovernmental Relations, 
April 9, 2002. ^ 
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Fiscal Year 2000 (for the period ended September 30, 2000) 

Financial Management Status Report 


Federal Departments and 
Agencies 

RELIABLE 

FINANCIAL 

INFORMA'nON 

(yes/qualified/no) 

EFFECTIVE 

INTERNAL 

CONTROLS 

(yesAio) 

COMPLIANCE 
WITH LAWS 
AND 

REGULATIONS 

(yes/no) 

GRADE 
FY 1996 

GRADE 
FY 1997 

GRADE 
FY 1998 

GRADE 
FY 1999 

GRADE 
FY 2000 

DOE 

YES 

YES 

YES 

A 

A 

c 

B- 

A 

NASA 

YES 

YES 

YES 

A 

A 

A 

A 

A 

SBA 

YES 

YES 

YES 

B- 

D+ 

D+ 

D+ 

A 

ERA 

YES 

YES 

NO 

C 

D+ 

D-h 

D- 

B- 

GSA 

YES 

YES 

NO 

D+ 

B- 

B- 

B- 

B- 

Labor 

YES 

YES 

NO 

D 

B- 

B- 

B- 

B- 

NSF 

YES 

YES 

NO 

D 

B+ 

A 

A 

B- 

0PM 

YES 

YES 

NO 

F 

F 

F 

F 

B- 

SSA 

YES 

YES 

NO 

A 

B- 

B- 

B- 

B-* 

Commerce 

YES 

NO 

NO 

F 

F 

F 

D+ 

D+ 

FEMA 

YES 

NO 

NO 

F 

D- 

D+ 

D+ 

D+ 

HHS 

YES 

NO 

NO 

F 

D- 

D- 

D+ 

D+ 

HUD 

YES 

NO 

NO 

D- 

D- 

D+ 

F 

D+ 

Interior 

YES 

NO 

NO 

D+ 

B- 

D+ 

D+ 

D+ 

NRG 

Nuclear Reojlatorv Commission 

YES 

NO 

NO 

A 

B- 

D+ 

D+ 

D+ 

State 

YES 

NO 

NO 

D- 

D- 

D+ 

D+ 

D+ 

Treasury 

YES 

NO 

NO 

F 

D- 

D- 

D- 

D+ 

VA 

YES 

NO 

NO 

F 

D- 

D- 

D+ 

D+ 

Education 

Qualified 

NO 

NO 

D+ 

D+ 

F 

D- 

D- 

Justice 

Qualified 

NO 

NO 

F 

F 

F 

D- 

D- 

DOT 

Qualified 

NO 

NO 

F 

F 

F 

D+ 

D- 

AID 

NO 

NO 

NO 

F 

F 

F 

F 

F 

Agriculture 

NO 

NO 

NO 

F 

F 

F 

F 

F 

DOD 

Deoartment of Defense 

NO 

NO 

NO 

F 

F 

F 

F 

F 


FEDERAL GOVERNMENT C- 


NOTES: 

Agency grades are based on the audited financial statements prepared pursuanttotheGovemmentManagement Reform Act of 1994 for three categories: 
RELIABLE FINANCIAL INFORMATION. EFFECTIVE INTERNAL CONTROLS. AND COMPLIANCE WITH LAWS AND REGULATIONS. 

*The grade for SSA Is based on the SSA Office of the Inspector General's belief that SSA does rtot substantial comply with laws and regulations; however 
the independent public accountant who performed the audit believes that SSA does substantially comply. 


Prepared for Subcommittee Chairman Stephen Horn 

Subcommittee on Government Efficiency, Financial Management and tntergovemmenlal Relations 


March 2001 
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FINANCIAL MANAGEMENT STATUS REPORT 
FOR FISCAL YEAR 2001 

GRADING METHODOLOGY 

This is the fifth year that the Subcommittee on Government Efficiency, Financial 
Management and Intergovernmental Relations (and its predecessor subcommittee) has 
issued a report card on the status of financial management at the 24 Federal agencies that 
are subject to the Chief Financial Officers Act. The report card grades each agency’s 
progress in achieving good financial management. 

In previous years, the subcommittee based its grades on the agencies’ aimual 
audited financial statements, required under the Government Management Reform Act of 
1994, The subcommittee evaluated three categories: the nature of the audit opinions; 
whether the agencies had effective internal controls; and whether agencies were in 
compliance with Federal financial management laws and regulations. 

In the audit opinion category, an unqualified, or “clean,” opinion earned 4 points. 
A qualified opinion received 2 points; and a disclaimer received 0 points.' If auditors 
reported no material weaknesses in internal controls, the agency received 4 points. 
Conversely, if material weaknesses were reported, the agency received 0 points in that 
category. If auditors reported that the agency appeared to be in compliance with Federal 
financial management laws and regulations, the agency received 4 points. Any reports of 
material noncompliance resulted in 0 points. 

The points in the three categories were then averaged (with equal weight) to 
determine the overall grade for the agency. Thus, if an agency received an unqualified 
audit opinion and the auditors reported no material internal control weaknesses or 

instances of non-compliance, the agency received a grade of A (4-i-4-i-4=12-^3=4). 

The subcommittee reviewed each financial report on an absolute scale and 
assigned grades based on a four point scale. An agency that scored 4 points received an 
“A;” 3 points = a “B;” 2 points = a “C;” 1 point = a “D;” and 0 points = an “F.” 

This year, the subcommittee has added four new categories to its grading criteria. 
These additional categories place greater emphasis on whether agency financial systems 
can produce reliable and useful data on a real-time basis to support day-to-day 
management and policy-making. This is consistent with the view espoused by the 
General Accounting Office, the Office of Management and Budget and other experts that 


^ There were no adverse opinions rendered in fiscal years 1996 through 2001; however, an adverse opinion 
would have also received 0 points. 
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a successful financial management program requires much more than simply getting an 
unqualified audit opinion and complying with legal and accounting requirements.^ The 
subcommittee’s new grading criteria also come closer to the Executive Branch 
Management Scorecard, which sets more demanding standards for financial management 
success. 

The four new grading categories are based on the results of a survey that the 
subcommittee sent to the Inspectors General of the 24 agencies. The categories are as 
follows: 

• Whether this year’s financial statements were prepared from data produced 
routinely by the agency’s financial management systems; 

• Whether the agency’s financial and performance management systems were 
integrated; 

• Whether the agency’s financial systems contained complete and reliable data on 
the costs of its programs and activities; 

• Whether the agency’s financial systems provided timely, accurate and useful data 
to support day-to-day management and policy-making. 

The possible responses to each of the four categories were “entirely,” “for the 
most part,” and “to a limited extent or not at all.” Agencies received 4 points for a 
response of “entirely;” 2 points for the response of “for the most part;” and 0 points for 
“to a limited extent or not all.” 

This year, the subcommittee gave equal weight to the three categories used in 
prior years and the four new categories. Thus, agency grades are based on the total points 
assigned for each category divided by seven.^ 

The subcommittee believes that the revised grading criteria provide a more 
accurate measure of financial management successes than the former criteria. At the 
same time, the subcommittee regards the new criteria only as a starting point toward 
defining a truly successful financial management program. The subcommittee welcomes 
and invites suggestions for improvements to these criteria for future years. 


^ Indeed, an unqualified audit opinion may actually be a misleading indicator that masks weaknesses in an 
agency’s financial management systems. Many Federal agencies achieve “unqualified” opinions only 
through time-consuming and costly manual efforts that work around, rather than rely upon, the agency’s 
systems. 

^ In addition to the four questions described above, the subcommittee also asked the Inspectors General 
whether their agencies had violated the Anti-deficiency Act (i.e., overspent their appropriation accounts) 
for fiscal year 2001 . The responses to this question were not tactored into the grades since only two 
agencies — the Departments of Defense and Agriculture-had actual or potential violations, and they both 
received failing grades irrespective of these violations. 


2 
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Mr. Horn. I welcome today the panel of witnesses, all of whom 
have key roles in determining the government’s financial credibil- 
ity. 

Now, as you know, this is an investigating committee of the Gov- 
ernment Reform full committee, and we do have to ask you to 
stand and present your right arm. If you have aides to back you 
up, place adhere and affirm to this oath. 

[Witnesses sworn.] 

The clerk will note the three primary witness have taken the 
oath, and in back of them are six more. 

So we thank you, and we thank you particularly to — we have 
here today a distinguished member of the government, the Honor- 
able David M. Walker, Comptroller General of the United States, 
who heads the U.S. General Accounting Office. I want to thank 
General Walker, that we have, on this committee, have been very 
helpful, your staff, to come with us on our various hearings we 
have recently held in Nashville, Albuquerque, Phoenix, Los Ange- 
les, San Francisco — and we have got only 50 to go. We thank the 
GAO for being always present to help bring things together with 
the two panel witnesses that we have at each of those. Thank you, 
Mr. Comptroller General. 

STATEMENT OF DAVID M. WALKER, COMPTROLLER GENERAL 
OF THE UNITED STATES, U.S. GENERAL ACCOUNTING OFFICE 

Mr. Walker. Thank you, Mr. Chairman. I am pleased to be here 
today to discuss our report on the U.S. Government’s consolidated 
financial statements for fiscal years 2001 and 2000. 

Mr. Chairman, with your permission I would ask that my full 
statement be included in the record, and I will move to summarize 
it. 

Mr. Horn. Without objection, it is in the record. 

Mr. Walker. Thank you, Mr. Chairman. 

As in the four previous fiscal years, GAO was unable to express 
an opinion on the consolidated financial statements of the U.S. 
Government because of certain material weaknesses in internal 
controls and accounting and reporting issues. 

Progress is being made in addressing the various impediments to 
an unqualified opinion on the U.S. Government’s consolidated fi- 
nancial statements. However, many of the pervasive and generally 
longstanding material weaknesses that we have reported for the 
past 4 years have not been fully resolved. 

Across government, there has been a range of financial manage- 
ment improvement initiatives undertaken, and many are now 
under way, that if effectively implemented will improve the quality 
of the government’s financial management reporting. 

We have a chart, Mr. Chairman, that shows for fiscal year 2001, 
as you noted, 18 of the 24 Chief Financial Officers Act agencies 
were able to attain unqualified audit opinions on their financial 
statements, which is the same number of agencies as last year, and 
up from six in fiscal 1996. 

Additionally, for fiscal years 2001 and 2000, the reports of the In- 
spectors General and the various contract auditors indicated that 
only three of the 24 CFO Act agencies had neither material control 
weaknesses, an issue involving compliance with applicable laws 
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and regulations, nor an instance of a lack of substantial compliance 
with the requirements of the Federal Financial Management Im- 
provement Act of 1996. 

In addition, it looks as if no agency fully met the new criteria for 
success in the financial management area based upon the fiscal 
2001 results. 

Mr. Chairman, I would respectfully ask that this chart be en- 
tered into the record. 

Mr. Horn. It is. And it is being — going over the television. 

Mr. Walker. Thank you. 

[The information referred to follows:] 
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Improvenient 

Clean: DO J, DOT 
Oualifted: Education 


Disclaimers: USDA, USAID 




Unchanged 

Glean: Commerce, HHS, 
HUD, DOE, DOI. DOL, 
State, Treasury, VA, 
EPA, GSA, NRC, NSF, 
OPM,SBA,SSA 
Disclaimer: DOD 

Peterioratton 
Qualified: FEMA 
Disclaimer: NASA 
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Mr. Walker. In summary, 18 had a clean opinion, but only three 
of which had a clean opinion with no material weaknesses or non- 
compliance issues, and none of which appear to meet the new fuller 
criteria as established by the JFMIP principals, which I believe are 
clearly appropriate. We want meaningful success in the financial 
management area, not superficial success. 

The largest impediment to an unqualified opinion on the consoli- 
dated financial statements continues to be the Department of De- 
fense, which faces serious financial management problems that we 
have designated as a high-risk area since 1995. Fortunately, in 
September 2001, Secretary of Defense Rumsfeld announced a DOD- 
wide initiative intended to transform the full range of the Depart- 
ment’s business processes, including decades-old financial systems 
that are not well interconnected. For the first time in history the 
Department’s Quadrennial Defense Review, the so-called QDR, 
which is prepared by DOD, includes business process trans- 
formation as a key element. 

The Secretary has also taken action to set aside $100 million for 
financial modernization and has established a number of top-level 
committees, councils, and boards, including the Business Initiative 
Council and the Defense Practices Implementation Board, to de- 
velop and implement an integrated DOD-wide strategy for fun- 
damentally transforming business practices. 

I am convinced, Mr. Chairman, that this Secretary and his top 
management team are serious, but only time will tell whether or 
not we will achieve the desired outcomes. 

Importantly, the President’s Management Agenda Fiscal Year 
2002 includes improved financial management performance as one 
of his top five governmentwide management goals. 

In addition, in August 2001, the principals of the Joint Financial 
Management Improvement Program, which include Secretary of 
the Treasury O’Neil, Director of 0MB Daniels, Director of 0PM 
James, and I as Comptroller General and the current chair of the 
group, began a series of periodic meetings that have resulted in un- 
precedented substantive deliberations and agreements focused on 
key financial management reform issues such as better defining 
measures for financial success. 

Mr. Chairman, we have already met three times in the last sev- 
eral months. We are scheduled to meet again next month. This 
group had not met more than once in the last 10 years. We have 
already met three times, and each meeting has been substantive, 
and at each meeting we achieve agreement on important issues as 
we expect to in this next meeting. 

Mr. Chairman, there are a couple of issues in the last year’s fi- 
nancial statements and our report that I would like to bring to 
your attention. 

No. 1, for fiscal year 2001, the military post-retirement health 
benefits liability increased by $389 billion on a net present value 
basis, due primarily to a $293 billion increase attributable to provi- 
sions of the fiscal year 2001 National Defense Authorization Act, 
which is Public Law 106-398, that expanded certain benefits to 
Medicare-eligible DOD retirees, their defendants and survivors, 
and to a $91 billion increase associated with changes in medical 
cost trend assumptions. 
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Mr. Chairman, it is my understanding that the Congress did not 
have accurate, timely and useful information when it considered 
and debated this change in law and that the amounts that the Con- 
gress was provided with regard to the estimated fiscal effects of 
this change were substantially less than what the actuaries are 
now estimating. Mr. Chairman, this serves to reinforce the need to 
make sure that the Congress has timely, accurate and useful infor- 
mation, not just for accounting purposes but also for budgetary con- 
siderations, because there are many things that we may be able to 
afford today but we may not be able to sustain tomorrow. 

I point to the board and the second chart, which you are familiar 
with, Mr. Chairman. This chart is based upon the GAO’s long- 
range budget simulation which shows that, due primarily to known 
demographic trends and rising healthcare costs, we face serious 
budget challenges in the years ahead. As a result, it is critically 
important that we have timely, accurate and useful information not 
just for accounting purposes but for informed decisionmaking with 
regard to legislation and other resource allocation decisions. 

Once again, the U.S. Government’s consolidated financial state- 
ments reported an update of the key indicators of the financial sta- 
tus of Social Security and Medicare trust-fund reports from the 
trustees’ reports. The trustees issued their reports the same week 
as the consolidated financial statements. 

Without this update, the government would have provided two 
different reports on the sustainability of those important programs 
which could cause confusion and reduce confidence in the credibil- 
ity of the U.S. Government’s consolidated financial statements. 
This updated information will not be available when the U.S. Gov- 
ernment consolidated financial statements are issued on an acceler- 
ated basis beginning for fiscal year 2004. 

The JFMIP principals are considering ways to ensure that the 
reports issued by Social Security and Medicare trustees, these 
agencies financial statements and the U.S. Government’s consoli- 
dated financial statements present timely and consistent informa- 
tion. 

I would argue, Mr. Chairman, that the information on these pro- 
grams arguably is among the most if not the most important from 
the standpoint of taxpayers. They care deeply about this. In our 
view, the Congress may need to enact legislation that will require 
earlier reporting and issuance of the trustees’ reports in order to 
allow for timely social insurance information to be included in 
agencies’ and the U.S. Government’s consolidated financial state- 
ments. This is very important, Mr. Chairman. 

In closing, our report on the U.S. Government’s consolidated fi- 
nancial statements highlights the need to continue addressing the 
government’s serious financial management weaknesses. The re- 
quirement for timely, accurate and useful financial and perform- 
ance management information is greater than ever as the Congress 
and the administration prepare to meet today’s and tomorrow’s fis- 
cal challenges. 

The cooperative effort spearheaded by the JFMIP principals have 
been most encouraging in developing the short- and long-term 
strategies and plans necessary to address the many problems that 
I have discussed. 
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In addition, GAO has probably never had a better working rela- 
tionship with 0MB and Cabinet-level and other key officials on a 
range of good government issues that are of critical importance and 
are inherently nonpartisan in nature. While these and other factors 
provide an enhanced likelihood for success, in the end it is results 
that count. 

Finally, I want to reiterate the value of sustained congressional 
interest in these issues as demonstrated by this hearing and your 
commitment over a number of years. I also want to note that such 
congressional interest is critically important to sustaining progress 
in this area, and it is key that the appropriations, budget, authoriz- 
ing and oversight committees hold agency top leadership account- 
able for resolving these problems and that they support related im- 
provement efforts. Because many of these improvement efforts will 
take years, continued congressinal interest is important and nec- 
essary. 

Thank you, Mr. Chairman. 

Mr. Horn. Thank you very much. 

[The prepared statement of Mr. Walker follows:] 
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Mr. Chairman and Members of the Subcommittee; 

1 am pleased to be here today to discuss our report on the U.S. 
government’s consolidated financial statements for fiscal years 2001 and 
2000. Both the consolidated financial statements and our report are 
included in the fiscal year 2001 Financial Report of the United States 
Government^ which was issued by the Depai tnient of tlie Treasury 
(Treasuiy) on March 29, 2002, and is available through GAO’s Inlemel site, 
at www.gao.gov. Your work and that of this subcommittee have been a 
catalyst to facilitate government management reform over the past 5 years 
and will be critical to ultimately restoring the confidence of citizens in tlie 
federal government as a financial steward that is accountable for its 
finances. 

As in the 4 previous fiscal years, we were unable to eiqjress an opinion on 
the consohdaled financial statements because of certain material 
weaknesses in interna! control and accounting and reporting issues. These 
conditions prevented us from being able to provide the Congress and 
American citizens an opinion as to whether the consolidated financial 
statements are fairly staled in conformity with U.S. generally accepted 
accounting principles. 

Until the problems discussed in our report are adequately addressed, they 
will continue to (1) hamper the government’s ability to accurately report a 
significant portion of its assets, liabilities, and costs, (2) affect the 
government’s ability to accurately measure the full cost and financial 
performance of certain programs and effectively manage related 
operations, and (3) significantly impair the government’s ability to 
adequately safeguard certain significant assets and properly record various 
transactions. 

Progress is being made in addressing impediments to an unqualified 
opinion on the U.S. government’s consolidated financial statements. For 
example, in fiscal year 2001, the Department of Agriculture (USDA) and 
certain other key agencies made significant improvements tn estimating the 
cost of the government’s lending programs and the net loan amounts 
expected to be collected, which had contributed to our disclaimer of 
opinion in prior years. However, many of the pervasive and generally long- 
standing material weaknesses we have reported for the past 4 years have 
not been fully resolved. The underlying causes of these issues are 
significant financial management systems weaknesses, problems with 
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fundamental recordkeeping and financial reporting, incomplete 
documentation, and weak internal control. 

Across government, there are a range of financial nranagement 
improvement initiatives underway that, if effectively implemented, will 
improve tire quality of the government’s financial management and 
repojting. For fiscal year 2001, 18 of the 24 Chief Financial Officers (CFO) 
Act agencies were able to attain unqualified audit opinions on their 
finandal statements, which is the same number of agencies as last year and 
from 6 ^endes for fiscal year 1996. Also, the Office of Management and 
Budget (OMB) reported that, for the second consecutive year, aD 24 CFO 
Act agencies met the statutory reporting deadline. Further, two agencies 
that did not receive xmqualified opinions from their auditor last year were 
able to do so this year, Including the Department of Justice, which received 
an unqualified opinion for the first time. However, two other agencies wej e 
unable to sustain the unqualified opinions received from their auditor last 
year. Additionally, for fiscal years 2001 and 2000, reports of inspectors 
general and their contract auditois indicated that only 3 of the 24 CFO Act 
agencies had neither a material control weakness, an issue involving 
compliance with applicable laws and regulations, nor an instance of lack of 
substantial compliance with requirements of the Federal Financial 
Management Improvement Act (FFMIA) of 1996. 

The largest impediment to an unqualified opinion on the consolidated 
financial statements continues to be the Department of Defense’s (DOD) 
serious financial management problems, which we have designated as high 
risk since 1995. DOD faces financial management problems th£U are 
pen-asive, complex, long-standing, and deeply rooted in virtually all 
business operations throughout the department lb date, none of the 
military services or major DOD compoiients has passed the test of an 
independent financial audit because of pervasive weaknesses in financial 
management systems, operations, and controls. Overhauling financial 
management represents a m^or management challenge that goes far 
beyond finandal accounting to the very fiber of tiie department’s business 
operations and management culture, Cultuial resistance to change and 
military service parochialism have played a significant role in impeding 
previous attempts to implement broad-based management reforms at DOD. 
The department has acknowledged that it confronts decades-old problems 
deeply grounded in the bureaucratic history and operating practices of a 
complex, multifaceted organization, and that many of these practices were 
developed piecemeal and evolved to accommodate different oiganizations, 
each with its own policies and procedures. In September 2001, Secretary of 
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Defense Rumsfeld announced a DOD-wide initiative intended to transform 
the ftiU range of department’s business processes, including decades- 
old linandal y^tems diat are not weD interconnected. For the first time, 
the Quadrennial D^ense Review prepared by DOD includes business 
process transformation as a key element. The Secretary has also taken 
action to set aside $100 million for financial modernization and to establish 
a number of top-level committees, councils, and boards, including the 
Business Liitialive Councfl and the Defense Business Practices 
Implementation Board, to help develop and implement an integrated DOD- 
wide strategy for fundamentally transforming business practices. 

Two other major Impediments that must be overcome are the government’s 
inability to account for billions of dollars of transactions between federal 
govemment entities and to properly prepare the consolidated financial 
statements. Tlte heart of the intragovemmentai transactions issue is that 
the government lacks clearly aiticulated business rules for these 
transactions so that they are handled consistently by agencies. 
Compounding this problem, agencies have not reconciled 
intragovemmentai balances with their trading partners.^ As a result, 
information reported to TVeasuiy is not reliable. 0MB and Treasury have 
several initiatives underway to address this issue. With respect to properly 
preparing the consolidated financial statements, TVeasuiy plans to develop 
a new system and procedures to prepare the financial statements. The 
continued leadership of both 0MB and Treasury wall be important to 
resolving both of these issues. 

Many agencies have been able to obtain unqualified audit opinions only by 
expending significant resources on extensive ad hoc piocedures and 
making billions of dollars in a^justinents to derive financial statements 
months after the end of a fiscal year. As 1 previously testified^ before this 
subcommittee, if agencies continue year after year to rely on significant 
costly and time-intensive manual efforts to achieve or maintain unqualified 
opiiiions without improving underlying financial management systems, it 
can serve to mislead the public as to the tnie status of the agency’s financial 


'Trading partners are U.S. government agencies, departments, or other components 
included in the U.S. government’s consolidated financial statements that do business with 
each other. 

*U.S. General Accounting Office, US. Government Financiai Siatanents: FY^OOO 
Reporting Underscores the Need- to Aaxlerate Federal Financial Ma^w^^nent R^orm, 
GA<MI-570T (Washington, D.C.: Mar. W, 2(K)1). 
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management capabilities. An unqualified opinion achieved on this basis 
wil become an accomplishment without much substance. 

Irr^ective of the unqualified opinions on their financial statements, many 
agencies do not have timely, accurate, and useful financial information, 
including cost data, and do not have sound controls with which to make 
informed decisions and ensure accountability on an ongoing basis. For 
example, for fiscal year 2001, auditors for 17 of the 24 CFX3 Act agencies 
reported at least one material control weakness, compared to 15 such 
agencies for fiscal year 2000. In addition, for fiscal year 2(K)i, reports of 
inspectors general and their contract auditors indicated that 20 of the 24 
CFO Act agencies’ financial management systems were not in substantia] 
compliance with at least one of FFMlA’s three federal financial 
management systems requirements, compared to 19 such agencies foj' 
fiscal year 2000. For the remaining four CFO Act agencies (the 
Departments of Energy and Labor, the General Services Administration 
(GSA), and the Social Security Administration (SSA)), auditors provided 
negative assurance, meaning that nothing came to their attention indicating 
tliese agencies’ financial management systems do not meet FFMIA 
requirements. The auditors for these four agencies did not definitively 
stale whether these agencies’ systems substantially complied with FFMlA’s 
requirements, which we believe is required under the statute. Ultimately, to 
fully meet the goals of financial management reform legislation, agencies 
will need to be able to generate timely, accurate, and useful financial and 
management information, including reporting performance results, to 
make decisions and monitor government performance every day. Agencies 
will also need to have effective inteinal controls in place and must ensure 
compliance with applicable laws and regulations. 

TTie President's Management Agenda Fiscal Year 2002 includes improved 
financial management performance as one of his five top govemmentwide 
management goals. Other govemmentwide initiatives include strategic 
management of human capital, competitive sourcing, expanded electronic 
government, and budget and performance integration. These initiatives 
cannot be addressed in an isolated or piecemeal fashion, but must be 
addressed in an integrated way to ensure that they drive a broader 
transformation of the cultures of federal agencies. 'The administration 
plans to use the Executive Branch Management Scorecard, which includes 
broad standards, to highlight agencies’ progress in achieving management 
and performance improvements embodied in The President's Management 
Agenda Fiscal Year 2002. This is a step in the right direction to improving 
management and performance, but Ihe value of the scorecards is not in the 
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scoring, but in Uie degree to which scores lead to sustained focus and 
demonstrable impjxjvemente. It will be important that tliere be continuous 
rigor in the scoring process in order for this approach to be credible and 
effective. 

In August 2001, the Principals of the Joint Financial Management 
Improvement Ingram fJFTVIIP) — Secretary of the Tr easury O’Neill, Office 
of Management and Budget Director Daniels, Office of Personnel 
Management (OPM) Director James, and I, as Comptroller General of the 
United States and chair for the group — began a series of periodic meetings 
dial have resulted in unprecedented substantive deliberations and 
agreements focused on key financial management reform issues such as 
better defining measures for financial management success. These 
measures include being able to routinely provide timely, accurate, and 
useful financial information and ha^dng no material internal control 
weaknesses or material noncompliance with laws and regulations and 
FFMIA requirements, which are essential to meeting the CFO Act’s 
expectations, The President’s Management Agenda Fiscal Year 2002, and 
Secretary of Defense Rumsfeld’s business process transformation 
mibative. In addition, the JFMIP Principals have agreed to significantly 
accelerate financial statement reporting so that the government’s financial 
statements are more timely tuid to discotirage cosUy efforts designed to 
obtain unqualified opinions on financial statements without addiessing 
underlying systems challenges. For fiscal year 2004, audited agency 
financial statements are to be issued no later than November 15, with the 
U.S. government’s audited consolidated financial statements becoming due 
by December 15. 

Federal agencies have started to make progress in their efforts to 
modernize their financial management systems. However, the need for 
timely, accurate, and useful financial and performance management 
information is greater than ever given the increasing demands on the 
federal budget* Indeed, the challenges of combating terrorism and 
ensuring our homeland security have come to the fore as urgent claims on 


^Additionally, beginning on April 4, 2002, die Secretary of the TVeasmy exercised statutory, 
authority to suspend some investments and reinvestments of the Federal Employees 
Retirejnent System’s Government Securities Investment Fund’s (G-f^rnd) receipts and 
maturing securities to prevent TVeasury from exceeding the government’s current 
$5,950 Mlion debt ceiling. The Secretaiy reported that the G-Fund will receive complete 
restoraUon of all funds temporarily affected by this action, including full and automatic 
restoration of any interest ^at would have been credited to the Fund. 
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our attention and on the federal budget. At the same time, the known fiscal 
pressures created by the retirement of tiie baby boom generation and rising 
health care c<«ts remain. Coirespondingly, the ultimate task of addressing 
today’s needs without unduly exacerbating the long-range fiscal chaDenge 
has become much more difficult. 

As we look ahead we face an unprecedented demographic challenge. A 
nation that has prided itself on its youth will become older, in fact, in 
2008 — only 6 years from now — the first wave of baby boomers become 
eligible to claim their Social Security benefits. As the share of the 
population over 65 climbs to more than 20 percent in 2035, federal 
spending on the elderly will absorb larger and ultimately unsustainable 
shares of the federal budget. Fedet^ health and retirement spending are 
expected to surge as people live longer and spend more time in retirement. 
In addition, advances in medical technology are likely to keep pushing up 
tite cost of providing health care. Absent substantive reform of tl^ese 
entitlement programs, a rapid escalation of federal spending for Social 
Security, Medicare, and Medicaid is virtually certain to overwhelm the rest 
of file federal budget . 

On March 26, 2002, the Trustees of the Social Security and Medicare trust 
funds reported on tite current and projected status of tliese programs over 
the next 75 years. The TVustees’ reports highlight the need to address the 
long-term fiscal challenges facing the nation. The Trustees state that, while 
the near-term financial conditions have improved slightly since last year’s 
reports, the programs continue to face substantial financial challenges in 
the not-too-distant future that need to be addressed soon. Once again, the 
Trustees underscored the fact that the most significant implication of these 
findings is that both Social Security and Medicare need to be reformed and 
strengthened at the earliest opportunity. The 'Trustees also stated that 
Medicare faces financial difficulties that in many wg^s are more severe 
than those confronting Social Security. 

These long-term demographic and fiscal pressures and the new 
commitments undertaken after September 11 sharpen Uie need to look at 
competing claims and new priorities. While reforming health and 
retirement entitlement programs is essential to preserving fiscal flexibility 
in the long term, a fundamental review of all programs and operations can 
create much-needed fiscal flexibility to address emerging needs and 
unexpected requirements. Given our long-range budget simulation work 
and various key trends, there is a clear and compelling need to consider 


Page 6 


GAO-02-599T 



25 


what the proper role of the federal government should be in the 21st 
cenftiiy and how the government should do business in the future. 

■Hmely, accurate, and useful financial and performance information can 
form the basis for reconsidering the relevance or “fit” of any federal 
program or activity in today’s world and for the future. Such a review 
might identify programs that have proven lo be outdated or persistently 
ineffective, or alternatively could prompt the government to update and 
modernize activities through such actions as improving program targeting 
and efficiency, consolidation, or reengineering processes and operations. 
The budget and performance integration initiative under The President's 
Management Agenda Fiscal Year 2002 should help provide information 
for use in conducting such a review. In addition, any review should not be 
limited to only spending programs but should include the full range of more 
indirect tools of governance that the federal government uses to addre^ 
national objectives. These tools include loans and loan guai antees, tax 
expenditures, and regulations. Ultimately, we should strive to hand to the 
next generation the legacy of a government that is effective, respected, 
responsive, and relevant to a changing society — a government that is as 
free as possible from outmoded commitments and operations that can 
inappropriately encumber the future. 

The Congress and President Bush face the challenge of sorting out these 
many claims on the federal budget without the fiscal benchmarks that 
guided us through the years of deficit, reduction into surplus. Going 
forward, new rules and goals wiD be important both to ensure fisc^ 
discipline and to prompt a focus on the longer term implications of 
decisions. It is still the case that the federal government needs a decision** 
making framework that permits it lo evaluate choices against both today’s 
needs and the longer term fiscal future that will be handed to future 
generations. As stewards of our nation’s future, we must begin to prepare 
for tomorrow. In this regard, we must determine how best to address these 
structural challenges in a reasonably timely manner in order to identify 
specific actions that need to be taken. 

I would now like to highlight the major issues relating to the U.S. 
government’s consolidated financial statements for fiscal years 2001 and 
2000. 1 will then discuss the urgency of providing sustained leadership and 
oversight to accelerate fmancial management reform, provide my 
per,^ectives on the importance of <^encies’ building upon their unqualified 
audit opinions by significantly improving underlying financial management 
systems, and underscore the need to address major impediments to an 
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unquaJified opinion on Uie consolidated financial statements. Also, I will 
present my observation on selected audit matters that are essential to 
protect tire public interest and conclude with a few thoughts on several key 
challenges in preparing to meet tomorrow’s fiscal needs. 


Highlights of Mgjor 
Issues Relating to the 
U.S. Government’s 
Consolidated Financial 
Statements for Fiscal 
Years 2001 and 2000 


As 1 mentioned earlier, as has been the case for the past 4 fiscal years, a 
significant number of material w^Joiesses^ related to financial systems, 
fundamental recordkeeping and financial reporting, and incomplete 
documentation continued to (I) hamper the government’s ability to 
accurately report a significant portion of its assets, liabilities, and costs, 
(2) affect the government’s ability to accurately measure the full cost and 
financial performance of certain programs and effectively manage related 
operations, and (3) significantly impair the government's ability to 
adequately safeguard significant assets and properly record various 
transactions. Several of these material weaknesses (refeired to hereafter 
as material deficiencies) resulted in conditions that continued to prevent us 
from expressing an opinion on the U.S. government’s consolidated financial 
statements for the fiscal years ended September 30, 2001 and 2000.® There 
may also be additional issues that could affect the consolidated financial 
statements that have not been identified. 


Major challenges include the federal government’s inability to 

• properly account for and report property, plant, and equipment and 
inventories and related property, primarily at DOD; 

• use effective processes and procedmes to estimate the cost of certain 
m^or federal credit programs and the related loans receivable and loan 
guarantee liabilities; 


material weakness is a concition that precludes the entity^ internal control from 
pixtvsdlng reasonable assurance that misstatements, losses, or noncompliance material in 
relation to the financial statements or to stewardship information would be prevented or 
detected on a timely basts. 

®We previously reported that material deficiencies prevented us from expressing an opinion 
on the U.S. govemmMit’s consolidated fina.nciai statement for fiscal years 1997. 1TO8, and 
1999. 
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• support amounts reported for certain liabilities, such as environmental 
and disposal liabilities and related costs at DOD, and ensure complete 
and piop^ reporting for commitments and contlngences; 

• support m^or portions of the total net cost of government operations, 
most notably related to DOD and USDA, and ensure that all 
disbursemenls are properly recorded; 

• fully account for and reconcile intragovemmental activity and balances; 
and 

• properly prepare the federal government’s financial statements, 
including balancing the statements, eliminating substantial amounts of 
transactions between governmental entities, fully ensuring that the 
ihfomration in the consolidated financial statements is consistent witii 
tlie underlying agency financial statements, and adequately reconciling 
the results of operations to budget results. 

In addition, we identified material weaknesses in internal control related to 
improper payments, tax collection activities, and computer security. 
Further, the financial management systems of most CFO Act agencies were 
again reported by their auditors not to be in substantial compliance with 
certain FFMiA requirements. 

For the fiscal year 2CK)1 Financial Report of the United States 
Government, the government has for the first time presented: (1) 
comparative financial statements;^ (2) two new financial statements, 
namely, the Reconciliations of Net Operating Revenue/(Cost) to the Budget 
Surplus (Unaudited), and the Dispositions of the Budget Surplus 
(Unaudited); and (3) a Statement of Net Cost that arrays information 
classified by agency rather than by function, as was shown in prior years. 

I would now like to discuss in more detail the material deficiencies 
identified by our work. 


‘Numerous amounts previou^ reported for fiscal year 2000 have been restated in the U.S. 
government’s consolidated fmandal statements for fiscal years 2001 and 2000. Given our 
disclaimer of ojanion on the U.S. government’s consolidated financial statements for fiscal 
year 2000 and becaiwe the dollar amounts involved were not inatenal, we did not audit these 
changes. 
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Property, Plant, and Equipment 
and inventories and Related 
Property 


The govemment could not: satisfactorily determine that all such assets 
were included in the consolidated financial statements, verily that certain 
reported a^ets actually exist, or substantiate the amounts at which tliey 
were valued. A majori^ of the property, plant, and equipment and 
inventories and related property is the responsibility of DOD. Certain 
agencies, including DOD, did not maintain adequate systems or have 
sufficient records to provide reli^Je information on these assets. 


Loans Receivable and Loan For fiscal year 2000, certain federal cj edit agencies responsible for 

Guarantee Liabilities significant portions of the government’s lending programs, most notably 

USDA, were unable to properly estimate the cost of these programs, or 
estimate the net loan amounts expected to be collected, in conformity with 
U.S. generally accepted accounting principles and budgeting requirements. 
In fiscal year 2001, USDA and other key agencies made significant 
improvements to these estimates, and as a result, this item is not a material 
deficiency contributing to our disclaimer of opinion on the fiscal year 2001 
consolidated financial statements. However, significant adjustments to the 
mitial estimates of progi-am costs, net loan amounts to be collected, and 
related footnotes were required during the audit process at certain key 
agencies, indicating tltal material internal control weaknesses continue to 
exist in processes and procedures for making such estintates. 


Liabilities and Commitments and Tlie govemment could not adequately support amounts reported for 
Contingencies certain liabilities. For example, it could not develop an accurate estimate 

of key components of DOD’s envii onmental and disposal liabilities and 
accurately estimate military postretirement health benefits liabilities 
included in federal employee and veteran benefits payable, whidi were 
reported at $6S1 billion in fiscal year 2001 and $192 billion in fiscal year 
2000.^ In addition, the govemment could not determine whether 
commitments and contingencies, including those related to treaties and 
other agreements entered into to further the U. S. government’s interests, 
were complete and properly reported. 


Cost of Government Opemtions The previously discussed material deficiencies in spoiling assets and 
and Disbui^ement Activity liabilities, material deficiencies in financial statement preparation, as 


Tor fiscal year 2001, the mUitaiy postretirement health benefits liability increased by 
$389 billion due primarily lo (1) a $293 billion increase attributable to provisions of the fiscal 
year 2001 National Defense AuthorizaUon Act CPublic Law 106-398) that expand certain 
benefits to Medicare-eligible DOD retirees, their dependents, and survivors, and (2) a 
191 b'Jlion increase associated with changes in medical trend assimiptions. 
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Accounting for and 
Reconciliation of 
^/itragovernmental Activity and 
Balances 


Preparation of Consolidated 
Financial Statements 


Ineffective Internal Control 


discussed below, and the lack of effective agency disbursement 
reconciliafjons affect reported net costs. As a result, the govemmerit was 
unable to support significant portions of the total net cost of government 
operations, most notably related to DOD and USDA. As it relates to 
disbursement reconciliations, several major agencies did not effectively 
reconcile disbursements to TVeasury’s records of disbursements, which is 
intended to be a key control to detect and correct errors and other 
misstatements in financial records in a timely manner. This is similai' in 
concept to individuals reconciling their checkbooks with their bank 
statements each month. Although we have seen progress in this area over 
the past 5 years, there continued to be billions of dollars of unreconciled 
differences between agencies’ and the 'IVeasury’s records of disbursements 
as of September 30, 2001 and 2000, which could also affect the balance 
sheet 

For several years, 0MB and IVeasury have required the CFO Act agencies 
to reconcile selected intragovemmental activity and balances with their 
trading partners. However, numerous agencies did not fully perfonn such 
reconciliations for fiscal years 2001 and 2000. For these fiscd years, 
amounts reported for agency trading partners for certain ' 
mtragovemmental accountswere significantly outofbalance. Iwill further 
discuss these issues later in this testimony. 

7'he government did not have adequate systems, controls, and procedures 
to properly prepare its consolidated financial statements. Specifically, we 
identified problems with the elimination of intragovemmental activity and 
balances, reconciling operating results with budget results, and compiling 
tlie consolidated financial statements, such as adequately ensuring that the 
information for each agency that was mcluded in the consolidated fiitandal 
statements was consistent with the underlying agency financial statements. 
These matters are discussed further later in this testimony. Also, 
disclosure of certain financial information was not presented in the 
consolidated financial statements in conformity with U.S. generally 
accepted accounting principles. 


In addition to the material deficiencies noted above, we found that (1) most 
agencies have not estimated the magnitude of improper payments in their 
programs, (2) material internal control weaknesses and systems 
deficiencies continue to affect the government’s ability to effectively 
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manage its tax collection activities, and (3) widespread and serious 
computer control weaknesses affect virtually all federal agencies. 


Improper Paymeitts Across govemment, improper payments occur in a variety of programs and 

acti\ities, including those related to health care, contract management, 
federal financial assistance, and tax refunds, and include payments made 
for unauthorized purposes and for excessive amounts, such as 
overpayments to program recipients or contractors and vendors. The 
reasons for improper payments range from program design issues, to 
inadvertent ejTons, to fraud and abuse. While reported estimates of 
improper payments totaled approximately $19 billion for both fiscal years 
2001 and 2000, the govemment did not estimate the full extent of improper 
payments. 

The Department of Health and Human Services (HHS) has been reporting a 
national estimate of improper Medicare Fee-for-ServIce payments as pait of 
its annual financial statements since fiscal year 1996. In fiscal year 2001, 
HHS reported estimated improper Medicare Fee-for-Service payments of 
$12.1 billion, or about 6.3 percent of such benefits — up from $11.9 billion, 
or 7 percent, a year earlier and down from $23.2 billion, or 14 percent, for 
fiscal year 1 996. HHS's reporting and analysis of improper Medicare 
payments has helped lead to the implementation of several initiatives to 
identify and reduce such payments. Annual estimates of improper 
payments in future audited financial statements will provide information 
on the progress of these initiatives. 

However, most agencies have not estimated the magnitude of improper 
payments in their programs and compreliensively addressed tlds issue in 
their annual performance plans under the Govemment Performance and 
Results Act (GPRA) of 1993.® For example, the Internal Revenue Service 
(IRS) follows up on only a portion of the suspicious Earned Income Tax 
Credit (EITC) claims it identifies, although the EITC has historically been 
vulnerable to high rates of invalid d aims. During fiscal year 2000, IRS 
released the results of its study of EITC compliance for tax year 1997. In 
this study, which is not performed annuaDy, IRS estimated that taxpayers 
filed returns claiming about $9.3 billion in invalid EITCs, of which 
$1.5 billion (16 percent) either was recovered or was expected to be 
recovered through compliance efforts. Although the full extent of refunds 


*U.S. Genera] Accounting Office, Financial Management: BiUions in improper Payments 
Continue to Require Attetiiion, GAO-0144 (Washingujn, D.C.: Oct 27, 2000). 


Page 12 


GAO-02-599T 



31 


resulting from invalid EPTCs is unknown, the IRS lias not routinely 
estimated tiie potentisd magnitude of invalid refunds and has not disclosed 
an annual esianaie of improper payments In its financial reporte. As a 
result, the amount of improper payments included in the almost 126 billion 
IRS disbursed for ETTC in fiscal year 2001 is unknown. 

Without a systematic measurement of the extent of improper payments, 
agency management cannot determine (1) if the problem is significant 
enou^ to require corrective action, (2) how much to invest in preventative 
Inlemai control, (3) the success oi efforts implemented to reduce improper 
payments, or (4) the magnitude or trends of improper payments, which 
limitstheabilitytopinpointoriargetmitigatjonstrategjes. Tohelpin 
making such determinations, OMB now requires agencies to prot’ide 
information on erroneous payment rates for benefit and assistance 
programs expending over $2 billion annually. . 

Collection Activities Material internal control weaknesses and systems deficiencies continue to 

affect the government’s ability to effectively manage its tax collection 
activities.® This situation continues to result in the need for extensive, 
costly, and time-consuming ad Imc programming aird analyses, as well as 
material audit adjustments, to prepare basic financial Information. As 
further discussed later in this testimony, this approach cannot be used to 
prepare such information on a timely, routine basis to assi.st in ongoing 
decision-making. Additionally, the severity of the system deficiencies that 
give rise to the need to resort to such procedures for financial reporting 
purposes, as well as deficient physical safeguards, result in burden on 
taxpayers and lost revenue. 

The lack of appropri^ subsidiary systems to track the status of taxpayer 
accounts and material weaknesses in financial reporting affect the 
government’s ability to make informed decisions about collection efforts. 
Due to errors and delays in recording activity in taxpayer accounts, 
taxpayers were not always being credited forpt^inents made on their tax 
liabilities. In addition, the government did not always follow up on 
potential unreported or underreported taxes and did not alw^ pursue 
collection efforts against taxpayers owing taxes to the federal govemntent. 
Tliis could result in billions of dollars not being coDected and adversely 
affect future compliance. 


*U.S. Central Accountir^ Office, IRS's JHsc(U Years 2001 mdiOOG 

FinancUdSUiiemmts, GAO-02-414 (\VashfngtOR, D.C.: Feb. 27, 2002). 
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The federal government continues to be vulnerable to lost tax revenue due 
to weakn^s^ in conb’ols intended to maximize the government’s to 

collect ^¥hat is owed and to minimize the risk of payment of improper 
reftinds. The government identifies billions of dollars of potentially 
underreported taxes and improper refunds each year. However, due in 
large part to perceived resource constraints, the federal government 
selects only a portion of the questiojirable cases it identifies for follow-up 
investigation and action. In addition, the federal government often does 
not initiate foHow-up on the cases it selects until months after lelated 
tax returns have been filed and any related refunds disbursed, affecting its 
chances of collecting amounts due on these cases. Consequently, the 
federal government is exposed to potentially significant losses from 
reduced revenue and disbursements of improper refunds. FinaDy, 
continued weaknesses in physical controls over cash, checks, and sensitive 
data received from taxpayers increase both the government’s and the 
taxpayer’ exposure to losses and increases the risk of taxpayers becoming 
victims of crimes committed through identity fraud. 

IRS senior management continues to be committed to addressing many of 
these operational and financial management issues and has made a number 
of improvements to address some of these weaknesses. Successful 
implementation of long-term efforts to resolve these serious problems will 
require the contiimed commitment of IRS management as weD as 
substantial resources and expertise. 

Computer Security Weaknesses GAO has reported computer security as a govemmentwide high-risk area 
since February 1997.'® Computer security weaknesses are placing 
enormous amounts of government assets at risk of inadvertent or 
deliberate misuse, fineincial infonnation at risk of unauthorized 
modification or destruction, sensitive infonnation at risk of inappropriate 
disclosirre, and critical operations at risk of disruption. The government is 
not in a position to estimate Uie full magnitude of actual damage and loss 
resulting from federal computer security weaknesses because it Is likely 
that many such incidents are either riot detected or not reported. Agencies 
have not yet established comprehensive security management programs 
that would protide the government with a framework for resolving 
computer secuiity problems and managing computer security risk on an 
ongoing basis. 


“’See, for example, US. General Accounting Office, High-Risk Series: An Update, GAO-Ol- 
263 (Washington, D.C.: Jan. 2001), 
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The computer security weaknesses continue to cover the full range of 
compotersecurlty contttsls. For example, access controls were not 
effective m Sinit&ig or detecting inappropriate acce^ to computer 
i-esoxa^es, such as ensxiring that only authorized individuals can read, alter, 
or delete data. In addition, software change controls were ineffective in 
ensuring that only properly auihorized and tested software programs were 
implemented. Further, duties were not appropriately segregated to reduce 
the risic one individual could conduct un^thorized transactions 
without being detected, finally, sertsitive opeiating system software was 
not controlled, and sulequale steps had not been taken to ensure continuity 
of operations. 

As we recently testified, the initial implementation of government 
informarion security refonn provisions contained In the National Defense 
Audiorization Act for fiscal year 2001 is a significant step in improving 
federal agencies' infonnation security programs and addressing their 
serious, pervasive information security weaknesses, In its first report on 
tlie reform provisions, 0MB commended agencie.s’ improvement efforts 
but noted that many agencies have significant deficiencies in every 
important area of security. Agencies have noted benefits of this first-year 
imi^ementadon, including increased management attentioa to and 
accountability for information security. In addition, the administration has 
taken important actions to address inf^ormation security, such as (1) 
development of plans to integrate Information security into the Executive 
Branch Management Scorecard, which is discussed later in this testimony, 
(2) appointment of a Special Advisor for Cyberspace Security to coordinate 
interagency efforts to secure information systems, and (3) creation of the 
President’s Critical Infrastructure Protection Board to recommend policies 
and coordinate programs, including government and industryls working 
closely together to address increasing interconnections and shared risks. 


Compliance with Applicable 
Laws and Regulations and 
FFMIA Requirements 


Our work to determine compliance with selected provisions of applicable 
laws and regulations related to financial reporting vras limited by tht 
material weaknesses discussed above. Instances of noncomplianee, some 
of which the agency auditors reported were materid to individual agency 
financial statements, are included in individual agency audit reports. 
However, none of these instances were material to the U.S. government’s 


“U.S. Graei^ Accoimtir^ Office, /fiformelicn Security: AMitimeUAcHms Needed- te 
FSiV^ JvijAemesi Legtslation, OAO.C0-47fFF (Waohington, D-C: Mar. 6, 2CB)2), 
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consolidated financial statements. Additionally, as further discussed iater 
in this testimony, for most CFO Act agencies, the auditois reported that 
agencies' financial management systems did not substantially comply with 
certain FFMIA requirements. 


Providing Sustained 
Leadership and 
Oversight to Accelerate 
Financial Management 
Reform 


A year ago, in testimony*^ before this subcommittee on the U.S. 
government’s consolidated financial statements, I said that TVeasuiy' 
Secretary 0’?veHl, 0MB Krector Daniels, and 1 (who, as 1 mentioned earlier, 
along with OPM Diredor James, are the JFMIP Principals) had agreed on 
ttie need for aggressive action to accelerate progress in financial 
management reform. This has sparked our personal commitment to 
provide the leadership necessary to address pressing govemmentwide 
financisd management issues. Also since that time, President Bush has 
launched a promising new initiative, The President’s Management Agenda. 
Fiscal Year 2002, to provide direction to, and to closely monitor, 
management reform across government, which will encompass improved 
financial performance. Actions such as these are important elements of 
ensuring the government’s full and effective implementation of the federal 
financial management reforms enacted by the Congress. 


The JFMIP Principals’ JFMIP Principals have established an excellent 

Initiative working relationship, a basis for action, and a new sense of urgency 

through which significant and meaningful progress can be achieved. In 
August 2001, the JFMIP Principals began a series of periodic meetings that 
marked the first time aB four of the Principals had gathered together in 
over 10 years, To date, these sessions have resulted in substantive 
deliberations and agreements focused on key issues such as 

• Defining success measures for financial management performance that 
go far beyond an unqualified audit opinion on financial statements and 
include measures such as financial management systems that routinely 
provide timely, reliable, and useful financial information and no mateilal 
internal control weaknesses or material noncompltance with laws and 
regulations and FFMIA requirements; 


%A<M}].570T. 
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• Restructuring the Federal Accounting Standards Advisory Board’s 
(FASAB) coroposiCon to oihance the independence of the Boar d and 
increase public involvement in setting standanis for federal financial 
accounting and reporting; 

• Significantly accelerating financial statement reporting so that the 
government financial statements are timely and to discourage costly 
efforts designed to obtain unqualified opinions on financial statements 
’vithout addressing underlying systems challenges; 

• Establishing audit committees for the major federal agencies; 

• Addressing the impediments to an audit opinion on the U.S. 
government's consolidated financial statements; and 

• Reporting social insurance financial information in the U.S. 
government’s consolidated financial statements that includes 
information from the most recent reports issued by the Social Security 
and Medicare Trustees. 

Various aspects of the matters outlined above are further discussed in 
applicable sections later in this testimony. Future meetings, with the next 
meeting planned for May 2002, will enable the JFMIP Principals to reach 
agreements and monitor progress on strategies critical to the fuD and 
successful implementation of federal financial management reform and to 
provide greater transparency and accountability in managing federal 
programs and financial resources. 


The President’s 
Management Agenda 


President Bush has established an agenda for improving the management 
and performance of the federal government that targets the most apparent 
deficiencies where the opportunity to improve performance is the greatest. 
It is no accident that the Resident’s Management Agenda has a strong 
coirelation to GAO’s high-risk list. Tliis is just one example of how GAO 
and 0MB have worked constructively to identify key issues desenring 
increased attention throughout government As stated in the President’s 
Management Agenda — and we wholeheartedly agree — there are few items 
more urgent than ensuring that the federal government is well run and 
results-oriented. 

'fhe President’s Management Agenda, which is a starting point for 
management reform, includes improved financial management 
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perfonnance as one of his five govemmentwide management goals. Other 
govemmentwide initiatives include strategic management of human 
capital, competitive «3urcmg, expanded electronic government, and budget 
and performance integration. 

The results of our audits of the U.S. government’s consolidated financial 
statements helped to lay the foundation for the Presidents Management 
Agenda financial management performance initiative. The President’s 
Management Agenda frames the problem this way: “A clean financial audit 
is a basic prescription for any well-managed organization, yet the federal 
government has i^ailed all four (now five] audits since 1997. Moreover, most 
federal agencies that obtain clean audits only do so after making 
extraordinary labor-intensive assaults on financial records. Without 
accurate and timely financial information, it is not possible to accomplish 
the president’s agenda to secure the best performance and high measui e of 
accountabiliiy for the American people.” 

In particular, the improved financial performance initiative is aimed at 
ensuring that federal financial systems produce accurate and timely 
information to support operating, budget, and policy decisions. Also, this 
initiative focuses special attention on addressing erroneous payments, 
which as discussed earlier, is another problem our audit identified. 

Under this govemmentwide initiative, 0MB will work with agencies to 
improve the timeliness, enhance the usefulness, and ensure the reliability 
of financial information. The expected result is financial management 
systems that routinely produce information that is (1) timely, to measure 
and effect performance immediately, (2) useful, to make more informed 
operational and investing decisions, and (3) reliable, to ensure consistent 
and comparable trend analysis over time and to facilitate better 
performeince measurement and decisionmaking. This result is a key to 
successfully achieving the goals set out by the Congress in the CFO Act and 
other federal financial management reform legislation. 


The Executive Branch As we recently testified before this subcommittee,^® the administration 

Management Scorecard plans to use the Ebcecutive Branch Management Scorecard to highlight 


“U.S. Genera] Accounting Office, Managing Results: Next Steps to Improve the Federal 
Government's Management and Performance, GAO-02-439T (Washington, D.C.: Feb. 15, 
2002 ). 
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agencies’ progress in achieving rnanagement and performance 
improvements embodied in the President's Management Agenda. The 
Executive Branch Management Scorecard grades agencies’ performance 
l egarding the five govemmentwide initiatives by using broad standards and 
a red-yellow-green coding system to indicate the level at which agencies 
are meeting the standards. 

In tJie llnancml management area, while recognizing the importance of 
achieving a clean cq>inion from auditors on financial statements, the 
scorecard focuses on the fundamental and systemic issues that must be 
addressed in order to generate timely, accurate, and useful financial 
information, sound iniemal structures, and effective compliance system.s. 
The first scorecard’s results show dramatically the extent of work 
remaining across government to improve financial and other management 
areas. For fmancial management, most agencies were scored in the red 
category. This is not surprising, considering the well-recognized need to 
transform financial management and other business processes at agencies 
such as DOD, the results of our analyses under FFMIA, and the various 
financial man^ement operations we have designated as high risk. 

Also, central to effectively addressing the federal government’s 
management problems is recognition that the five govemmentwide 
initiatives cannot be addressed in an isolated or piecemeal fashion. As 
stated in the President’s Management Agenda, they ai e mutually 
reinforcing. More generally, the initiatives must be addressed in an 
integrated way to ensure that they drive a broader transformation of the 
cultures of federal agencies. 

Improved financial management, for example, is also a key to successfully 
achieving other govemmentwide initiatives set out in the President’s 
Management Agenda: 

• Strategic management of human capital: Fmancial management reform 
wiU require having the right people in CFO leadership positions and 
enough people with the right skills and knowledge to perform important 
fmancial operations. 

• Competitive sourcing: For example, accurately knowing the cost for " 
providing goods and services in-house for comparison with private 
sector perfoimance will be important in making sound sourcing 
dedsions. 
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• Expanded electronic government: Many e-govemment applications wOl 
likely be fin^dal in nature, interact with financial systems and 
reporting, and greatly change the intemai conti’ol environment. 

• Budget and performance integration: It is critical to focus on integrating 
accounting, budget, and performance information, which the CFO Act 
requires; reporting the cost of performance, which is essential to 
successfully implementing GPRA; and providing useful information for 
setting priorities and making informed budget decisions. 

The focus that the administration's scorecard approach brings to improving 
majragement and performance, including financial performance, is 
certainly a step in the right direction. The value of the scorecards is not in 
file scoring, but in the degree to which scores lead to sust^ed focus and 
demonstrable improvement over time. This will depend on continued 
efforts to assess progress and maintain accountability to ensure that 
agencies are able to, in fact, improve their performance. It will be 
important that there be continuous rigor in the scoring process in order for 
this approach to be credible and effective. Also, it is important to recognize 
that many of the challenges the federal government faces, such as 
improving financial management, are long-standing and complex, and will 
require sustained attention. 


Looking Beyond 
Unqualified Audit 
Opinions 


Across government, there are financial management improvement 
initiatives that could ultimately lead to an unqualified opinion on the U.S. 
government’s consolidated financial stat ements. However, accelerating the 
pace of completing ongoing and planned efforts to implement financial 
management reform is essential, as shown by reports of inspectors general 
and their contract auditors indicating that only 3 of the 24 CFO Act 
agencies had neither a material control weakness, an issue involving 
compliance vrith applicable laws and regulations, nor an instance of lack of 
substantial compliance with FFMIA requirements. While many of the 
pervasive and generally long-standing material weaknesses we have 
reported for the past 4 years remain to be fully resolved, some progress 
continues to be made in addressing the underlying causes of these 
problems — significant financial systems weaknesses, problems vrith 
fundamental recordkeeping and financial reporting, incomplete 
documentation, and weak intemai control. 

For fiscal year 2{X)1, 18 of the 24 CFO Act agencies were able to attain 
unqualified audit opinions on their financial statements, which is the same 
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number of agencies as lastyear and up from 6^enciesforfiscd year 1996. 
Also, OMB reported tiiat, for the second consecutive year, aO 24 CFO Act 
agencies met the statutory reporting deadline. Further, two agencies that 
did not receive unqualified opinions from their auditor last year were able 
to do so this year, including the Department of Transportation (DOT) and 
the Department of Justice, which received an unqualified opinion for the 
first time. However, two other agencies, the National Aeronautics and 
Space Administration (NASA) and the Federal Emergency Management 
Agency, w'ere unable to sustain the unqualified opinions received from titeir 
auditor last year. 

In the case of NASA, as we recently testified*'’ before this subcommittee, 
after 5 years of receiving unqualified opinions on financial statements from 
its previous independent auditor, the new independent auditor disclaimed 
an opinion on tlie agency’s fiscal year 200J financial statements. The fiscal 
year 2001 audit report also identified a number of significant internal 
control weaknesses related to accounting for space station materia] and 
equipment and to computer security. Finally, the auditor concluded that 
NASA’s financial management systems do not substantially comply with 
federal financial management systems requirements and applicable federal 
accounting standards, as required by FFMIA. NASA’s financial 
management difficulties are not new. The weaknesses discussed in the 
auditor’s report are consistent with the findings discussed in our previous 
reports. Since 1990, we have designated NASA’s contract management 
problems as a high-risk area, due in part to financial management systems 
problems that make it difficult for NASA to assure contracts are being 
efficiently and effectively implemented.*® We have also reported on NASA’s 
misstatement of its Statement of Budgetary Resources, Jack of detailed 
support for amounts reported against certain cost limits, and lack of 
historical cost data for accurately projecting future cost.*® 


‘*U.S. General Accounting Office, National Aeronautics and Administration: 
Leadership and Systems Needed to £!ffect Financial Managemerd Improvements, GAO-03- 
551T (Washington, D.C.: March 20, 2002). 

’*See, for example, GAO-01-283. 

'*U.S. General Accounting Office, Major Management Challenges and Program Risks: 
NASA, GAO-01-258 (Washington, D.C.: Jan. 2001); U.S. General Accounting Office, 
Financial ManagemejiU Misstatement tf NASA’s Statement qf Budgetary Resources, 
GAO-01-4.38 (Washington, D.C.: Mar. 30, 2001); and U.S. Generi Accounting Office, NASA: 
InlermUumal Space Station and Shuttle Cost Limits, GAO-Ol-iOOQR (Washington, D.C.: 
Aug. 31, 2001). 
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Irrespective of the unqualified opinions on their financial statements, m^y 
agendes do not have timely, accurate, and useful finandal information and 
sound contiols witii which to make ittiormed decisions and to ensure 
accountability an an ongoing basis. While agencies are making some 
progress in obtaining unqualified audit opinions on annual financial 
statements, many of these opinions were obtained by expending significant 
resources on extensive ad hoc procedures and making biOions of doDars in 
acDustmenIs to derive financial statements months after the end of a fiscal 
year. Several examples follow. The need for such time-consuming 
procedures primarily results from inadequate financial management 
systems. 

• Our unqualified opinions on IRS’s fiscal years 2001 and 2000 financial 
statements were made possible by the extraordinary efforts of IRS 
senior management and staff to develop processes to compensate foi‘ 
serious internal control and systems deficiencies. IRS was agaki 
compelled to rely extensively on costly, time-consuming processes; 
statistical projections; external contractors; substantial adjustments; 
and monumental human efforts that extended nearly four months after 
the September 30, 2001, fiscal year-end to derive reliable year-end 
balances for its finandal statements. For example, IRS does not have a 
detailed record, or subsidiary ledger, for taxes receivable to allow it to 
track and manage amounts due from taxpayers. To enable it to report a 
reliable taxes receivable balance in the absence of a subsidiary ledger, 
IRS has, for the last five years, relied on a complex statistical sampling 
gqjproach that requires substantia] human and financial resources to 
conduct, takes months to complete, and yields tens of billions of dollars 
of adjustments. Similarly, IRS does not have an integrated property 
management system that appropriately records property and equipment 
additions and disposals as they occur and links costs on the accounting 
records to the property records. During fiscal year 2001, IRS expensed 
property additions during the year and then capitalized them at year-end 
based on analysis of expense records conducted by a contractor. 

• DOT’S m^or agencies use the Departmental Accounting and Financial 
Information System (DAFI^, wlUch cannot produce finandal 
statements based on the information included within the system. As a 
result, DOT made about 850 adjustments, totaling about $41 billion, 
outside DAFIS to prepare the financial statementsf. These adjustments 
w^e recorded in a finandal statement module, a tool used to process 
the adjustments. However, all DOT agencies did not use the finandal 
statement module to prepare the financial statements, and the 
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a^justoents were not recorded in DAFIS. The DOT inspector general 
reported that DOT plans to have a new accounting system fully 
operational and compliant with accounting standards by January 2003- 

• Again, in fiscal year 2001, HHS attained an unqualified opinion on its 

financial sts^ments. However, system and iniemaJ control weaknesses, 
such as Jack of an integrated financial management system, continued to 
make it difficult for certain HHS components to prepare timely and 
reliable statements. For example, the National Institutes of 

Health used a manual year-end process to create and post coirect. 
Standard General Ledger accounts, generating about 19,000 
nonstandard accounting entries with an absolute value of approximately 
$348 billion. Also, the Centers for Medicare and Medicaid Services, 
continued to contract with independent public accounting firms, as it 
has since PY 1999, to validate conti'actor receivables. Further, the 
Administration for Children and Families and the Centers for Disease 
Control, produced their financial statements using a manually isitensive 
process that required adjusting entries to their general ledgers with an 
absolute value of approximately $51 billion and $2 billion, respectively. 

* The Department of Education's auditor expressed a qualified opinion on 
the department’s fiscal year 2001 financial statements, primarily because 
of wealmesses in the department’s financial reporting process. 
Consistent with prior yeare. Education relied on work-around 
procedures to prepare its financial statements, including significant 
manual adjustments, due to deficiencies in the current general ledger 
system and the lack of a fully integrated financid management system. 
Because of errors that existed in prior years, the department performed 
extensive analysis of certain general ledger account balances during 
fiscal year 2001, which resulted in manual adjustments to correct certain 
gener^ ledger balances. However, the auditor noted that there were 
errors in ceitain manual acUustments that had been processed and 
approved by the department, resulting in additional manual adjustments 
being posted to the financial statements. 

► The Department of Veterans Affairs (VA) received unqualified audit 
opinions on its financial statements for fiscal years 2000 and 2001, but 
producing them required significant efforts to assemble, compile, and' 
reriew the necessary financial information. In many cases, significant 
manual work-around procedures and “cuff’ or out-of-date feeder 
systems are used, as VA has not yet completed its transition to a fully 
integrated financial management system. According to VA’s auditors, 
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timely account reconciliations were not consistently prepared at the 
department’s medical centers and assete were not litnely capitalized. 
Also, a signiSc^t number of manual adjustments were made during the 
year-end closing process. 

Situations such as these demonstrate the tremendous efforts, lasting 5 
months or more, that many agencies use to produce annual financial 
statements. 11)686 agencies undeitake far more work to prepare financial 
statements, beginning at the close of a fiscal yem", than would be necessary 
if they had finandal ^tems in place to routinely provide the data. 
Information to compile agency financial statements should flow from their 
financial management systems. (The need for agencies to improve 
financial management systems is further discussed later in this testimony.) 

At the same time and as agreed to by the JFMIP Principals, there is a need 
to accelerate the timeliness of providing audited financial statements. 
March 1 is the current statutory deadline for the 24 CFO Act agencies to 
submit audited financial statements, 5 months after the close of the fiscal 
year. For fiscal year 2001 reporting, 0MB pushed tliis time frame ahead to 
February 27. Beginning with fiscal year 2004, 0MB will require these 
agencies to issue audited financial statements by November 15, 6 weeks 
after the fiscal year end. WhDe this is important for timely financial 
reporting, it will be difficult for so.me agencies to sustain unqualified audit 
opinions and still meet the accelerated time frame for submitting audited 
financial statements. 

IRS Is a case in point. AWth the exiraoi dinary efforts described above, IRS 
found it extremely difficult to meet the February 27 reporting timeline 
required by 0MB for fiscal year 2001. If IRS is to meet the November 15 
deadline and sustain an unqualified opinion on its financial statements, the 
tremendous amount of hard work and commitment that IRS has 
demonstrated in recent years wiD no longer be sufficient to achieve this 
goal unless accompanied by ^stemic changes in how IRS processes 
transactions, maintains its financial records, and reports its financial 
results. 

It will be difficult for agencies to continue to rely on significant costly and 
time-intensive manual efforts to achieve or maintain unqualified opinions" 
until automated, integrated processes and systems are implemented that 
readUy produce tl)e necessary infonnation. As a result, many agencies must 
accelerate ttieir efforts to improve underlying finandal management 
systems and controls, which is consistent with reaching the financial 
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management succ^ m^isxires envisioned by the JFMIP Principais and 
called for by the President’s Management Agenda. If agencies continue 
year after year to on significant costly and time- intensive manual 
efforts to achieve or maintain unqiiallfied opinions without such 
improvements, this practice can serve to mislead the public as to the tme 
status of the agencyls financial management capabilities. An unqualified 
opinion will become an accomplishment without much substance. 


Addressing Major 
Impedinients to 
Unqualified Opinion on 
Consolidated Financial 
Statements 


As I mentioned earlier, for the past 5 fiscal years, the federal government 
has been required to prepare, and have audited, consolidated financial 
statements. Successfully meeting tltis requirement is tightly linked to the 
requirement for the 24 CFO Act agencies to also have audited fin^cial 
statements. This has stimulated extensive cooperative efforts and 
considerable attention by agency chief financial officers, inspectors 
general, IVeasury and OMB officials, and the General Accounting Office. 
With the benefit of several years’ experience by the government in having 
the required financial statements subjected to audit, the time has come to 
focus even more intensified attention on the most serious obstacles to 
achieving an unqualified opinion on the U.S. government's consolidated 
financial statements. In this regard, the JFMIP Principals have discussed 
plans and strategies for addressing impediments to an tmqualified opinion 
on the U.S. goveinment’s consolidated financial statements. 


Refonning Financial implementation of certain provisions of the National 

Management at DOD Defense Authorization Act for fiscal year 2002,” DOD reported that the 

° department’s financial management systems are not able to provide 

adequate evidence supporting material amounts in its financial statements. 
DOD asserted that it is unable to comply with applicable financial reporting 
requirements for (1) property, plant, and equipment, (2) inventory and 
operating materials and supplies, (3) military retirement health care 
actuarial liability, (4) environmental liabilities, (5) intrago\'emmentai 
elijiunations and related accounting adjustments, and cost accounting 


’The Fiscal Year2002Nat)onalD€ferKe Authorization Act contains provisions that wiXl - 
provide a framework for redirecting the department’s resources from the prepai stion and 
au<ht of financial statements to improvement of iX>D’s financial management syst.ejns and 
financial management policies, procedures, and internal controis. Under Uiis new 
leg^lation, the department win also be required to report to the Congress on how resources 
have been redirected and the prepress that ha.s been achieved. 
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by suboif^anization/responsibility segment and major program. Based 
laj^ely on DOD’s assertion, the DOD inspector general disclaimed an 
opinion on DOD’s financial statements for fiscal year 2001 as it had for the 
previous 5 fiscal years. DOD’s financial management deficiencies and 
reporting weaknesses substantially impair our ability to determine the 
reliability of the financial information reported in the government’s overall 
financial reports. Until DOD corrects these material weaknesses, our 
ability to express an unqualified opinion on the U.S. government's 
consolidated financial statements will be Impeded. 

As 1 previously stated, to dale, none of the military services or major DOD 
components has passed the test of an independent financial audit because 
of pervasive weaknesses in DOD’s financial management systems, 
operations, and internal control, including an inability to compile financial 
statements that comply with U.S. generally accepted accountingprinciples. 
The department has made progress m a number of areas, but is far from 
solving a range of serious financial management problems. TTieir 
resolution, however, is key to having auditable consolidated financial 
statements because DOD had btidget authority of $352 billion for fiscal year 
2(K)I, or about 18 percent of the entire federal budget, and is accountable 
for a vast amount of government assets worldwide. 

Despite progress, inefTective ass^ accountability and lack of effective 
internal controls continue to adversely affect visibility over DOD’s 
estimated $1 trillion investment- in weapon systems and inventories. These 
weaknesses can affect the department’s ability to ensure that materials are 
on hand when needed and its ability to prevent tlie purchase of assets 
already on hand. Further, unreliable cost and budget information related to 
a reported over $1.4 trillion of reported liabilities and about $735 billion** of 
net costs negatively affects DOD’s ability to effectively measure 
performance, reduce costs, and maintain adequate fund control, 


“TTtis amount was reported on the department’s fiscal year 2001 financial report, whereas 
tile S352 billion discussed in the preceding paragraph represents an estimate of the amount 
of budget authority shown in the documents accompanying the President^ budget 
submission. The principal difference is attributable to a $389 billion increase in the milit^ 
postretirement health benefits liabiliQ' under new legislation extending benefits to 
Medicare-ebgible military retirees and their beneficiaries. Other differences between these 
anHHjnls are the result of (1) tuning differences in the receipt of budgetary resources and 
receding associated expenses and (2j unknown errors in the amounts slwwii in the 
luiandal statein«rts, wdiich were unauditable. 
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As part of our constructive engagement approach with DOD, I met with 
Secretaty Rumsfeld last summer to provide our perspectives on the 
underlying caus^ of Uie problems that have impeded past reform efforts at 
the department and to discuss options for addressing these challenges. 

The underlying causes discussed were 

• a lack of sustained top-level leadership and management accountability 
for correcting problems; 

• deeply embedded cultural resistance to change, including militaiy 
service parochialism and stovepiped operations; 

• a lack of results-oriented goals and performance measures and 
monitoring; and 

• inadequate incentives for seeking change. 

In this regard, 1 also attended the initial March 15, 2002, meeting of DOD's 
Business Practices Implementation Board, which is composed of outside 
experts to advise the department on its effort to address these underlying 
causes. 

As we testified before this subcommittee last month and in May 2001,^® our 
experience has shown there are several key elements that coDectively 
would enable the department to effectively address the underlying causes 
of its inability to resolve its long-standing financial management problems. 
These elements, which are key to any successful approach to financial 
management reform, include 

• addressing the department’s financial management challenges as part of 
a comprehensive, integrated, DOD-wode business process reform; 

• providing for sustained leadership by the Secretary of Defense and 
resource control to implement needed financial management reforms; 


‘hJ3. General AccoonUng Office, DOD Fmancial Management: Integrated Approach, 
AccounlabUity, 'Dansparency, and Incentives Are Keys to EJfecUve Hejorm, GAO-<J<i^37r 
(Washin^OTi, D.C.: Mar. 2002) and U.S. General Accounting Office, DOD Financial 
Management: hitegraiedAppraacitjAccountabilily, (md Incentives Are Keys to Effective 
Reform, GA04)1-682T (Washington, D.C.: May S, 20CI). 
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• establishing dear lines of responsibility, authority, and accountability 
for such reform tied to the Secretary; 

• incoiporating results-oriented performance measures and monitoring 
tied to finandal management reforms; 

• providing appropriate kiceiitives or consequences for action or inaction; 

• establishing an enteiprisewJde system architecture to guide and direct 
financial mant^ement modernization investments; and 

• ensuring effective oversight and monitoring. 

The department has acknowledged the need for fundamental reform of its 
business piactices. ^ecifically, the department’s September 30, 2001, 
Quad'i'ennial Defense Review reported that: “While America’s businesses 
have streamlined and adopted new business models to react to fast-moving 
changes in markets and technologies, the Defense Department has lagged 
behind without an overarching strategy to improve its business practices.” 

Action on many of the key areas central to successfully achieving desired 
financial management and related business process transformation goals— 
particularly those that rely on longer term systems improvements — will 
take a number of years to fully implement Secretary Rumsfeld has 
estimated that his envisioned transformation may take 8 or more years to 
complete. Consequently, both long-term actions focused on the Secretary's 
envisioned business transformation and shortterm actions focused on 
improvements within existing systems and processes will be critical going 
forward. Short-term actions in particular vrill be critical if the department 
is to achieve the greatest possible accountability over existing resources 
and more reliable data for day-to-day decisionmaking while longer-term 
systems and business process reengineering efforts axe under vray. 

Beginning with the Secretary’s recognition of the need for a fundamental 
transformation of the department’s business processes, and building on 
some of the work begun under past administrations, DOD has taken a 
number of positive steps in many of these key areas. For example, DOD 
has taken action to set aside $100 million for financial modernization and; 
as disciissed previously, established a number of top-level committees, 
coundls and boards to help guide its financial transformation efforts. At 
the same time, the challenges remaining in each of these key areas aie 
daunting. The JFMIP Principals have invited DOD CompteoHer Zakheim to 
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their planned May 2002 meeting to discuss the department’s transformation 
effort and to begin a arnstructive engagement with DOD on this important 
initiative. 


Focusing on 

Intragovemmental 

Transactions 


For several years. 0MB and Treasury have required the CFO Act agencies 
to reconcile selected intragovemmental activity and balances with their 
trading partners. However, numerous agencies did not fully perform such 
reconciliations for fiscal year 2000. Beginning with fiscal year 2001, 0MB 
and Treasury required agency chief financial officers to report on the 
extent and results of intragovemmental activity and balances 
reconciliation efforts. The inspectors general reviewed these reports and 
communicated the results of their re\hews to 0MB, Treasury, and GAO. A 
subst^tial number of the CFO Act agencies did not fully perform the 
required reconciliations for fiscal year 2001, citing reasons such as (1) 
trading parsers’ not providing needed data, (2) limitations and 
incompatibility of agency and trading partner systems, and (3) human 
resource issues. For fiscal years 2001 and 2000, amounts reported for 
agency trading partners for certain intragovemmental accounts were 
significantly out of balance. In addition, solutions will be required to 
resolve significant differences reported in other intragovemmental 
accounts, primarily related to ^propriations. 

'ho help address certain issues tliat contributed to the out-of-balance 
condition for intragovemmental activity and balances, 0MB has stated that 
it is implementing the recommendations included in a study conducted for 
tlie JFMIP in fiscal year 2001. 0MB is also pureuing other changes to 
address core problems in this area, such a.s enhancing govemmentwide 
business rules for transactions among trading partners, requiring quarterly 
reconciliations of intragovemmental activity and balances, and modifying 
certain standard gener^ ledger accounts required to be used by feder^ 
agencies. Resolving this problem remains a difficult challenge and will 
require commitment by the CFO Act agencies and continued strong 
leadership by 0MB. 


Preparing the Consolidated The government did not have adequate systems, controls, and procedures- 
Financial Statements properly prepare its consolidated financial statements. Also, disclosure 

of certain financial information was not presented in the consolidated 
financial statements in conformify' with U.S. generally accepted accounting 
principles. 
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Elimination of 

Intragovernmentai Activity and 
Balances 


Reconciling Operating Resulte 
with Budget Results 


Consolidated Financial 
Statement Compilation 


Consolidated financial statements are intended to present the results of 
operatioi^ and finandal position of the components that comprise a 
reporting entily asif the endly were a single enterprise. When preparing the 
consolidated financial statements, the preparer must eliminate 
intragovernmentai activity and balances between the agencies. Because of 
agencies’ problems in handling their intragovernmentai transactions, 
Treasury's ability to eliminate tliese transactions is impaired. Significant 
differences reported in intragovernmentai accounts as noted above have 
been identified. Intragovernmentai activity and balances are “dropped” or 
“offset” in the preparation of the consolidated financial statements rather 
than eliminated through balanced accounting entries. This contributes to 
the government’s inability to determine the impact of these differences on 
amounts reported in the consolidated financial statements. 

The government did not have a process to effectively identify and report 
items needed to reconcile adequately the operating results, which for fiscal 
year 2001 showed a net operating cost of $514.8 billion, to the budget 
results, which for the same period showed a unified surplus of $127 billion. 

Tlie government could not adequately ensure that the information for each 
agency that was included in the consolidated finandal statements was 
consistent with the underlying agency finandal statements. This problem 
is compounded by the need for broad changes in the structure of the 
government’s Stsmdard General Ledger (SGL) accounts and the process for 
maintaining the SGL. For example, changes are needed that will result in 
direct alignment by SGL account from agencies’ financial statement line 
items to like items reported in the consolidated financial statements. 
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To make the fiscal year 2001 consolidated financial statements balance, 
TVeasury recorded a net $17.3 billion decrease to net operating cost on the 
Statement of Operations and Changes in Net Position, which it labeled 
unreconciled transactions. For the prior fiscal year, a net $4.8 billion in 
unreconciled transactions was recorded as a decrease to net operating 
revenue in the accompanying consolidated financial statements.^® An 
additional net $3.9 billion and $.2 billion of uni econciled transactions were 
improperly recorded in net cost for fiscal years 2001 and 2000, respectively. 
lYeasury attributes tii^e net unreconciled transaction amounts primarily 
to the governments inability to properly identify and eliminate transactions 
between governmental entities, agency adjustments that affected net 
position, and other errors. However, IVeasury was unable to adequately 
identify and explain the gross components of such amounts. Unreconciled 
transactions also may exist because the government does not have 
effective controls over reconciling netposition.^^ 

The net position reported in the consolidated financial statements is 
derived by subtracting liabilities from assets, rather than through balanced 
accounting entries. Further, the process used to prepare the consolidated 
financial statements requires significant human and financial resources and 
does not adequately leverage the existing work and work products 
resulting from federal agencies’ audited financial statements. 

Treasury plans to develop a new system and procedures to prepare the 
consolidated financial statements. These actions are intended to, among 
other things, directly link information from agencies’ financial statements 
to amounts reported in the consolidated financial statements and facilitate 
the reconciliation of net position. 


*®Last year a net $7.3 billion in unreconciled transactions was recorded as an increase in net 
position. As discussed in footnote 6 of this testimony, numerous amounts previously 
reported for fiscal year 2000 have been restated in the U.S. government’s consolidated 
financial suiements for fiscal years 2001 and 2000, including this amount. 

*'ln prior years, the government reported unreconciled transactions as a change in net 
posatirai. Although the government was unable to determine howmuch of the unreconciled 
transactions, if any, relate to operations, it reported unreconciled transactions as a 
component of net operating revenue/(cost) in Uie U.S. government^ consolidated financial 
statements for fiscal years 2001 and ^KfO. 
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Improving Financial inability to produce tbe data needed to efficiently and effectively 

Management Systems manage the day-to-day operations of the federal government and provide 

® accountabili^ to taxpayers and the Congress has been a long-standing 

weakness at most federal agencies. The President’s Management Agenda 
i-ecognizes that the central challenge to producing reliable, useful, and 
timely data throughout the year and at year-end is overhauling the 
government’s financial management information systems. The CFO Act 
calls for the modernization of financial management systems, including the 
systematic measurement of performance, the development of cost 
information, and the integration of program, budget, and financial 
information. 

FFMIA builds on the CFO Act by emphasizing the need for agencies to have 
systems that can generate timely, accurate, and useful information with 
w'hich to make informed decisions and to ensure accountability on an 
ongoing basis. FFMIA requires the 24 departments and agencies covered 
by the CFO Act to implement and maintain financial management systems 
that comply substantially with (1) federal financial management systems 
requirements, (2) applicable federal accounting standards, and (3) the U.S. 
Standard Gener^ ledger (SGL) atthe transaction level. These 
requirements are at the center of the financial management success 
measm-es expressed by the JFMIP Principals and are key elements for 
scoring agencies’ financial management performance using the Executive , 
Branch Management Scorecard. 

For fiscal year 2001, auditors for 20 of the 24 CFO Act agencies reported 
that agencies’ financial management systems did not substantially comply 
with one or more of FFMIA’s three requirements.®* For the remaining four 
CFO Act agencies (the Departments of Energy and Labor, GSA, and SSA)> 
auditors provided negative assurance, meaning that nothing came to their 
attention indicating these agencies’ financial management systems do not 
meet FI^IA requirements. The auditors for these four agencies did not 
definitively state whether these agencies’ systems substantially complied 
with FTT^lIA’s requirements. 

In this regard, 0MB Bulletin Audit Requirements for Federc^ 

Financial Statements, does not require auditors to make an affirmative . 


®GAO plans to report to the Congress, by October 1. 2002, on agencies' FFMIA 
iiitplementation for fiscal year 3)01, as required by FFMIA. 
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Statement regarding an agency’s finandal management system’s substantial 
compliance with FFMIA, but rather permits auditors to report negative 
asstirance, meaning that their report can be based on limited audit testing 
that disclc«ed no sutetanSal instances of FFMIA noiicompliance. If 
readers of the audit report do not understand this distinction, which is 
important in terms of how much audit testing is required, they may have a 
false Impression Uiat the auditor is stating that they found the systems to be 
substantially compliant, lb provide positive assurance, or an opinion, 
which is what we believe the law requires, auditors need to perfoim 
sufficient testing to determine whether the system is in substmitial 
compliance. 

Noncompliance with FFMIA is intficative of the overall continuing poor 
<X)ndilion of many financial management systems across government.^ We 
liave consistently reported over tlie past few years that the reasons for 
systems noncompliance included nonintegrated financial management 
systems, inadequate reconciliation procedures, undmely recording of 
financial information, noncompliance with the SGL, lack of adherence to 
the accounting standards, and weak security controls over information 
systems. We have also reported that, agency remediation plans, required by 
FTFl^IA, may not adequately address the system deficiencies. 

While agencies continue to make some progress in addressing their 
financial management systems weaknesses, the serious shortcomings 
reported for these systems result in the lack of reliable financial 
Information needed for managing day-to*day operations effectively, 
efficiently, and economically; measuring program performance; executhig 
the budget; maintaining accountability; and preparing financial statements. 
Having such financial information is goal of FFMIA and the CFO Act, 

necessary for implementing GPRA, and critical to the transition to a more 
results-oriented federal government a.s envisioned in the President’s 
Management Agenda. 

For example, agency financial management systems are required to 
produce information on the full cost of programs and projects. This is not a 
new expectation~the requirement for managerial cost information has 
been in place for more than a decade, since 1990, under the CFO Act, and 
since 1998 stemming from applicable accounting standards. Yet, some ' 


^U.S. General Accounting Office, Fitumcial Management: FFMfA Imptementaiion 
Critical for Feiierta. AccountabUity, GAO-02-29 (WdskingUm, D.C.: Oct. 1, 3002). 
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agencies are only able to provide cost accounting information at the end of 
tbe fiscal year through periodic cost surveys. The lack of timely 
information on tiie full cc»t of operations precludes me^ingful data that is 
needed to make resource allocation choices, reach contracting-out 
decisions, determine program efficiencies, assess user fees, and report 
performance, 

To remedy these deficiencies and carry out the President’s Management 
Agenda for impit)ving financial management, 0MB and the CFO Act 
agencies will need to aggressively and rigorously collaborate. This will be 
critical, since overhauling agency financial management systems is a 
difficult challenge. Our work to identify financial management best 
practices in world-class organizations^^ has identified key factors for 
successfully modernizing financial systems, including (1) reengineering 
busings processes in coryunction with implementing new technology, (2) 
developing systems that support Uie partnership between finance and 
operations, and (3) translating financial data into meaningful data. We 
identified other financial management best practices as well, such as (1) 
providing clear strong executive leadership, (2) making financial 
management an entitywide priority, and (3) building a culture of control 
and accountability. 

The size and complexity of many federal agencies and the discipline 
needed to overhaul or replace their financial management systems present 
a significant challenge— not simply a challenge to overcome a technical 
glitch, but a demanding management challenge that requires attention from 
the highest levels of government along with sufficient human capital 
resources to effect lasting change. We recognize that it will take time, 
investment, and sustained emphasis on correcting deficiencies to improve 
federal financial management systems to the level required by FFMIA. The 
JFMIP Principals’ leadership, commitment, and oversight will be important 
to provide the needed impetus to meet this chaUenge. 


Protecting The Public 
Interest 


Two audit matters have recently come to the fore and are key to protecting 
the public interest One matter involves auditors’ responsibility for 
reporting on internal control, and the other concerns auditor 
independence. 


**U.S. General Accounting Office, Exectttive Guide: Creating Vaitie Vvrough Worid-cUiss 
Fintmcid Management, GAO/AIMD-00-J34 (Washington, D.C.; Apr. 2<K)0). 
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Auditors’ Responsibility for 
Reporting on Internal 
Control 


We have long believed that auditors have an important responsibility' to 
provide an opinion on the effectiveness of internal control over financial 
reporting and compliance with applicable laws and regulations. Currently, 
this is not required by American Institute of Certified Public Accountants 
(AlCPA) auditing standards or by 0MB in its guidance^® to auditors 
conducting federal agency financial statement audits. 

For financial statements audits that we conduct — which include the U.S. 
government’s consolidated financial statements, the financial statements of 
the IRS, the Schedules of Federal Debt managed by the Bureau of Public 
Debt, and the financial statements of the Federal Deposit Insurance 
Coiporation and numerous small entities’ operations and funds — we issue 
a separate opinion on the effectiveness of internal control over financial 
reporting and compliance with applicable laws and regulations. 

For years we have provided opinions on internal control effectiveness 
because of the importance of internal control to protecting the public’s 
interest. Our reports have engendered major improvements in intenial 
control. As you might expect, as part of the annual audit of our own 
financial statements, we practice what we recommend to others and 
contract with a CPA firm for both an opinion on our financial statements 
and an opinion on the effectiveness of our internal control overfinandal 
reporting and compliance with applicable laws and regulations. 

Recently, GAO and the President’s Council on Integrity and Efficiency 
jointly issued the Financial Audit Manual to provide guidance to auditors 
conducting federal agency financial statement audits. This manual calls for 
these auditors to teat internal control over financial reportiitg and 
compliance with tq^plic^le laws and regulations, and thus provides a 
foundation for issuing a separate opinion on the effectiveness of internal 
control. Although 0MB requires testing of these internal controls, auditors 
are not required to provide an opinion on internal control effectiveness. 
However, we found that 3 of the 24 CFO Act agency auditors (tiwse for 
GSA, SSA, and the Nuclear Regulatory Commission) provided an opinion 
on the effectiveness of internal contiol as of September 30, 2001. 


^Office of Management and Budg^ RequiremefUs for Fedmd FinOTunai 

Staiemenis, Bulletin 01-02 (Washingtem, D.C,; Oct. 19, 2000). 
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Also, the JFMIP Pnncipals have agreed that a measure of fmanciaJ 
man^ementsucc^ is for an agency to have no material control 
weaknesses. By giving assurance about interna] conUol, auditors of federal 
financial statements can better serve their clients and other financial 
statements usere and protect the public interest by having a greater role in 
providing assurances of the effectiveness of internal control in deterring 
fiaudulent fmanciaj reporting, protecting assets, and providing an early 
warning of interna! control weaknesses. 


Auditor Independence The independence of auditors — both in fact and appearance — is critical to 

the credibility of financial reporting. Auditors have the capability of 
performing a range of valuable services for their clients, and providing 
certain nonaudit services can ultimately be beneficial to federal entities. 
However, in some circumstemces, it is not ^propriate for auditors to 
perform both audit and certain nonaudit services for the same client. In 
these circumstances, the auditor, the client, or both will have to make a 
choice as to which of these services the auditor vriU provide. 

These concepts, which I strongly believe are in the public interest, are 
reflected in the revisions to auditor independence requirements for 
government audits, “ which GAO recently issued as part of Government 
Auditing Standards.^'’ The new independence standard has gone through 
an extensive deliberative process over several years, including extensive 
public comments and input from my Advisory Council on Government 
Auditing Standards.®® The standard, among other things, toughens the rules 
associated with providing nonaudit services and includes a principle-based 
approach to addressing this issue, supplemented with certain safeguards. 
The two overarching principles in the standard for nonaudit services are 
that 


”U.S. General Accounting Office, Government Auditing Standards, Amendment No. S, 
Independence, GACM)2-388G CWashington, D.C.: Jan. 2002). 

^Government Auditing Standards was first published in 1S72 and is commonly referred to 
as the “Yellow Book.* It covers federal entities and those organizaticms receiving federal 
funds. Various laws require compliance with the standards in connection with audits of 
federal entities and funds. Furthermore, many states and local governments and other 
entities, both domestically and internationally, have voluntarily adopted these standards. 

“The Advisory Council includes 20 expeits in financial and performance auditing and 
reporting — drawn from all levels of government, academia, private enterprise, and public 
accounting — who advise the Compti-oUer General on Gotremment Auditing Standards. 
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• auditors should notperforiu management functions or make 
management decisons, and 

♦ auditors should not audit their own work or provide nonaudit services 
in situations where the amounts or services involved are significant or 
material to the subject matter of the audit. 

Both of these principles should be applied using a substance-o\'er*form 
determination. Under the revised standard, auditoiB are allowed to 
perform certain nonaudit services provided the services do not violate 
these principle^ however, in most circumstances certain additional 
safeguards would have to be met For example: (1) personnel who 
perfomr allowable nonaudit services would be precluded from performing 
any related audit work, (2) the auditor’s work could not be reduced beyond 
the level that would be appropriate if the nonaudit work were performed by 
another unrelated party, and (3) certain documentation and quality 
assurance requirements must be met. The new standard includes an 
express prohibition regarding auditors’ providing certain bookkeeping or 
record keeping seivices and limits payroll processing and certain other 
services, all of which are presently permitted under current independence 
rules of the AlCPA. 

The focus of these changes to the government auditing standards is to 
better serve the public interest and to maintain a high degree of integrity, 
objectivity, and independence for audits of government entities and entities 
that receive federal ftmding. However, these standards ^ply only to audits 
of federal entities and those organizations receiving federal ftmds, and not 
to auditors of public companies. In tixe transmittal letter issuing the new 
independence standard, we expressed our hope that the AICPA will raise 
its independence standards to those contained in the new standard in order 
to eliminate any inconsistency between this standard and their current 
standards. 

'Fhe new independence standtu-d is the first of several steps GAO has 
planned in connection with nonaudit services covered by government 
auditing standards. In May 2002, we plan to issue a question and answer 
document concerning our independence standard, and I will ask my 
Advisory Council on Government Auditing Standai-ds to review and 
monitor thi-s area to determine what, if any, additional steps may be 
appropriate. In addition, the JFMJP Principals have agreed that the 24 
m^ior federal departments and agencies covered by ti\e CFO Art should 
have audit committees. The scope, stiuchire, and timing of this new 
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requirement will be determined over the next several months. This will 
include determining what role these audit committees might play in 
connection with nonaudit services. 


Preparing to Meet 
Tomorrow’s Fiscal 
Needs 


Severn of the matters I previously discussed related to preparing to meet 
tomorrow’s fiscal needs warrant repeating. The requirenient for timely, 
accurate, and useful financial and performance management information is 
greater dian ever. Both the long-term fiscal pressures created by the 
retirement of the baby boom generation and the new commitments 
undertaken in (he aftermath of September 11 shaipen the need to look at 
competing claims on federal budgetary resources and new priorities. In 
previous testimony, I noted that it should be the norm to reconsider the 
relevance or “fit'* of any federal piogram or activiQ^ in tody’s world and for 
the future.® Such a fundamental review is necessarj' both to increase 
fiscal flexibility and to make government fit the modem world. Stated 
differently, there is a need to con-sider what the proper role of the federal 
government should be in the 21st century and how the government should 
do business in the future. 

As we look ahead we face an unprecedented demographic chaUenge. A 
nation that has prided itself on its youth wiH become older. Between now 
and 2035, the number of people who are 65 or over will double. As the 
.share of the population over 65 climbs, federal spending on the elderly will 
absorb larger and ultimately unsustainable shares of the federal budget. 
Federal health and retirement spending are expected to surge as people 
live loirger and ^end more time in retirement. In addition, advances in 
medical technology are likely to keep pushing up tire cost of providing 
health care. Moreover, the baby boomers will have left behind fewer 
workers to support them in retirement, prompting a slower rate of 
economic growth from which to finance these higher costs. Absent 
substantive change in related entitlement programs, large deficits will 
return, requiring a combination of unprecedented spending cuts in other 
areas, and/or unprecedented tax increases, and/or substantially increased 
borrowing from the public (or correspondingly less debt reduction than 


*U.S. General Accounting Office, Budget Issues: Long-l^rm Fiscal ChaUenges, GAO-02- 
467T (Washington, D.C.: Feb. 27, 2002) and U.S. General Accounting Office, Budget Issues: 
FffectvGe Oversight and Budget DiscijAine are Essential— Exten in a Time qf Surplus, 
GAOT-ArMD-«>-73 (Washington, D.Cu Peb. 1, 2000). 
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would otherwise have been the case). These trends have widespread 
Implications for our sode^, our economy, and the federal budget. 

Oi^ March 26, 2002, the TVustees of the Social Security and Medicare trust 
funds reported on the current and projected status of these programs over 
the next 75 years. The TVustees’ reports highlight the need to address the 
long-lenn tiscaj cltalleiiges facing the nation. The Trustees state that, wliile 
the nem--tenn financial conditions have improved slightly since last year’s 
reports, the programs contiime to face substantial financial challenges in 
the not-too-distant future that need to be addressed soon. Once again, the 
Trustees underscored the fact that the most significant implication of these 
findings is that both Social Security and Medicare need to be reformed and 
strengthened at the earliest opportunity. The TVustees also stated that 
Medicare faces financial difficulties that in many ways are more severe 
than those confronting Social Security. 

Early action to change these programs would yield the highest fiscal 
dividends for the federal budget and would provide a longer period for 
prospective beneficiaries to make adjustments in their own planning. 
Waiting to take action entails risks. First, we lose an important window 
where today’s relatively large workforce can increase saving and enhance 
productivity, two elements critical to growing the future economy- Second, 
we lose the opportunity to reduce the burden of interest in the federal 
budget, thereby creating a legacy of higher debt as well as elderly 
entitlement spending for the rel^vely smaller workforce of the future. 
Third, and most critically, we risk losing the opportunity to phase in 
changes gradually so that all can make the ac^justments needed in private 
and public plans to accommodate this historic shift. 

In a closely related matter, I have previously testified® before this 
subcommittee on the need to synchronize the timing of the Trustees’ 
reports with agency and consolidated financial statements. Once again, the 
U.S. government’s consolidated financial statements reported an update of 
key indicators of the financial status of the Social Security and Medicare 
trust ftinds from the TVustees’ reports. The 'Ihistees issued their reports 
the same week as the consolidated financial statements. \^thout this 
update, the government would have provided two different reports on the 


*’U.S. G<3wr^ Accounting Office, Auditing Uie Nation's FinoTtces: Fiscal Year 1999 
Results Contimte to Highlight Major Issues Needitig GAO/T-AIMIMW-13? 

(Washington, D.G: Mar. St, ZOW)- 
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sust.a3nability of these important programs, which could cause confusion 
and reduce confidence in the credibility of the U.S. government’s 
consolidated financial statements. This updated information will not be 
available when the U.S. government’s consolidated financial statements are 
issued on an accelerated basis, beginning with fiscal year 2004. The JF^P 
Principals are considering ways to ensure that reports issued by the Social 
Security and Medicare Triistees, agency financial statements, ^d the U.S. 
government’s consolidated financial statements present social insurance 
financial information that is consistent and more timely. In our view, the 
Congress need to enact legislation that will require earlier reporting 

and issuance of the IVustees’ reports in order to allow for timely social 
insurance infoimation to be included in agencies’ and the U.S. 
government’s consolidated financial statements. 

While addressing the chaDenges of Social Security and Medicm'e is key to 
ensuring future fiscal flexibility, a fundament^ review of all programs and 
operations can create much-needed fiscal flexibility to address emerging 
needs. As 1 have stated previously, it is healthy for the nation periodically 
to review and update its programs, activities, and priorities.** Many 
programs were designed years ago to respond to earlier challenges. 
Ultimately, we should strive to hand to the next generations the legacy of a 
government that is effective and relevant to a changing society — a 
government as free as possible of outmoded commitments and operations, 
that can inappropriately encumber the future. 

A reexamination of existing programs and activities could help weed out 
programs that have proven to be outdated or persistently ineffective or 
alternatively could prompt us to update and modernize activities through 
such actions as improving program targeting and efficiency, consolidation, 
or reengineering of processes and operations. Such a review should not be 
limited to only spending programs but should include the full range of tools 
of governance that the federal government uses to address national 
objectives such as loans, guarantees, tax €:q3enditures, and regulations. 


*'GAO<T-AIMD-00--ra 
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In the last decade the Congress put in place a series of laws designed to 
improve infonnatSon ^wut cost and performance. This framework and the 
infonnation it provides can help structure and inform the debate about 
what the fedei^ government should do. In addition, GAO has identified a 
number of areas warranting reconsideration based on program 
performance, tai^eting, and costs. Every year, we issue a report identii^g 
specific options, many scored by the Congressional Budget Office, for 
congressional consideration stemming from our audit and evaluation 
work.“ This report protides opportunities for (i) reassessing objectives of 
specific federal programs, { 2 ) improved targeting of benefits, and 
(3) improving the efficiency and management of federal initiatives. 

Today the Congress and President Bush face the challenge of sorting out 
these many clonus on the federal budget without the fiscal benchmarks 
that guided us through the years of deficit reduction into surplus. However, 
it is still the case that the federal government needs a decision-making 
framework that permits it to evaluate choices against both today’s needs 
and the longer-term fiscal future that will be handed to future generations. 
As a way to frame the debate, targets can remind us that today's decisions 
are not only about current needs but also about how fiscal policy affects 
tlie choices over the longer-term. Other nations have found it useful to 
embrace broader targets such as debt-to*GDP ratios, or surpluses equal to a 
percent of GDP over the business cycle. To work over time targets should 
not be rigid — it is in the nature of things that they will sometimes be 
missed. Reaching a target is not a straight line but an iterative process. 

The other nations we have studied have found that targets prompted them 
to take advantage of -windows of opportunity to save for the ftiture and that 
decisionmakers must have flexibility each year to weigh pressing short- 
term needs and adjust the fiscal pa^ -without abandoning the longer-term 
framework. 

The events of the past year have served to highlight the benefits of fiscal 
flexibility. Addres^g the long-term drivers in the budget is essential to 
preserving any flexibility in the long term. In the nearer tern a 
fundamental review of existing programs and operations can also create 
much-needed fiscal flexibility. In this regard, we must determine how best 
to address the necessao' structural challenges in a reasonably timely 


“U.S. Goieral Accounting Office, Supporting Congressitmal Oversight: Fnxmeworkfor 
Considering Budgetary Implications C(f Sdected GAO Woric, GAO-01-447 (Washington, 
D.C.:Mar.9,2001). 
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manner in order to identiiy specific actions that need to be taken. As 
stewards of our nafion’s fiiture, we must begin to prepare for tomorrow. 


ClOSinfi ComnientS U-®- government’s consolidated financial statements for 

° fiscal ye^ 2001 and 2000 highlights the need to continue addressing the 

government’s serious financial management weaknesses. Looking beyond 
current progress by agencies in attaining unqualified opinions on financial 
statements, it will be essential for the government to begin moving away 
from the extraordinary efforts many agencies now use to prepare financial 
statements and toward giving prominence to strengthening the 
government’s financial systems, reporting, and controls. This approach 
becomes even more critical as the government progiesses to an 
acceler^ed financial statement reporting time frame, and it is the only way 
the government can meet the end goal of making timely, ^curate, and 
useful financial information routinely available to the Congress, other 
pobcymakers, and the American public. 

The requirement for timely, accurate, and useful financial and performance 
management informafion is greater than ever, as the Congress and the 
administration prepare to meet tomorrow’s fiscal challenges. This of 
financial information is central to managing the government’s operations 
more efficiently, effectively, and economically and in supporting GPRA. 
Moreover, meaningftU financial and performance information can form the 
basis for reconsidering the relevance or “fit” of any federal program or 
activity iit today’s world and for the future. 

In closing Mr. Chairman, I want to underscore the importance of the 
additional Impetus provided by President Bush through his President’s 
Management Agenda and the Executive Branch Management Scorecard for 
coming to grips with federal financial management problems, indeed 
management problems across the board. Regarding DOD in particular, 
Secretary of Defense Rumsfeld’s vision and approach for transforming the 
department’s full range of business processes is serious and encouragliig. 
'These efforts will be to fulfilling the Presidents Management Agenda 
and addressing the largest obstacle to an unqualified opinion on the XJ.S. 
government’s consolidated financial statements. The cooperative efforts - 
spearheaded by the JFMIP Principals have been most encouraging in 
developing the short- and long-term strategies and plans necessary to 
address many of the problems I have discussed this morning. In addition, 
GAO has probably never had a better working relatioxtship with 0MB and 
cabinet level and other key officios on a range of “good government issues" 
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that are of criticaJ iroportance and are inherently non-partisan in nature. 
While these and otiier factors provide an enhanced likelihood for success, 
in the end it is results that count 

Finally, I want to reiterate the value of sustained congressional interest in 
these issues, as demonstrated by this hearing and those you have held over 
the past severe years to oversee financial management reform. It wUl also 
be key that the appropriations, budget, authorizing, and oversight 
committee hold agenty top leadership accountable for resolving these 
problems and that they support improvement efforts. 


Contacts For further information regarding this testimony, please contact Jeffrey C. 

Steinhoff, Managing Director, and Gary T. Engel, Director, Financial 
Management and Assurance, at (202) 512-2600. 


(198102) 
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Mr. Horn. Our next regular witness has been here many times, 
and we are delighted to have him today. That is Donald V. Ham- 
mond, the Fiscal Assistant Secretary of the Department of the 
Treasury. 

Mr. Hammond. 

STATEMENT OF DONALD V. HAMMOND, FISCAL ASSISTANT 
SECRETARY, DEPARTMENT OF THE TREASURY 

Mr. Hammond. Thank you, Mr. Chairman. 

I am pleased to have the opportunity to appear again before you 
to discuss the financial report of the U.S. Government. While we 
continue to make progress, the government still has a considerable 
distance to go before the quality of our financial reporting will be 
equal to what taxpayers truly deserve. 

Mr. Chairman, your tireless pursuit of sound government finan- 
cial management has been an important element of our continued 
improvement. And, on a personal note, I greatly appreciate your 
commitment to this important, though sometimes dry subject. 

Treasury shares your commitment to improving the state of Fed- 
eral financial management and in particular reporting financial in- 
formation that is timely, reliable and, most importantly, useful. 

The Fiscal Year 2001 Financial Report was issued on March 
29th, on time for the 5th consecutive year. The report showed a fi- 
nancial loss of $515 billion, compared with the budget’s $127 billion 
surplus. The primary components of the difference between the 
budget and accrual numbers are increases in the liability for mili- 
tary healthcare and the liability for veterans disability. As a result, 
for the first time, the liability for Federal employee — military and 
civilian — pension and other post-retirement benefits exceeds the 
Federal debt held by the public. 

I highlight those items because they provide outstanding exam- 
ples of the type of unique information contained in the financial re- 
port and point out the importance of disclosing these results. The 
financial report presents a complete and integrated picture of the 
government’s assets, liabilities, cash-flows and costs. 

The report also discloses the government’s extensive stewardship 
responsibilities and commitments. Only the accrual-based financial 
report presents this governmentwide consolidated financial infor- 
mation in context to the public, providing a more transparent pic- 
ture of the government’s financial operations and position. 

One of the five governmentwide initiatives in the President’s 
management agenda addresses improved financial performance. 
One component of this agenda item is the acceleration of the tim- 
ing of agency and governmentwide financial reporting. 

In support of this endeavor, the Chief Financial Officer’s Council 
has created a financial statement acceleration committee which I 
happen to chair. Accelerated reporting will finally allow adequate 
time to have the financial statements considered in the budget 
process and time for decisionmakers to fully consider financial per- 
formance in the management of their programs. 

Reflecting Treasury’s commitment to improving the financial 
statements, the following changes were made this year to enhance 
the usefulness and better disclose the government’s activities to the 
Congress and the public. 
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This year the report presented comparative financial statements 
displaying current and prior year information. In addition, we have 
added two new financial statements. The Reconciliation of Net Op- 
erating Revenue to the Budget Surplus explains the differences be- 
tween the accrual-based loss and the budget surplus; and the Dis- 
position of the Budget Surplus explains the excess cash collected 
over cash payments made was used. 

Finally, we have begun reporting costs by agency rather than 
function, which is much more understandable by the public and 
more useful to the readers of the statements. 

The General Accounting Office has again given a disclaimer of 
opinion on the statements but also acknowledges that progress is 
being made. 

Across the agencies, specific progress was noted. For example, 
the Department of Agriculture and certain other key agencies made 
significant improvements with regard to their lending programs. 
However, the serious financial management and systems problems 
at the Department of Defense remain a huge obstacle in over- 
coming the impediments to reaching an opinion on the government- 
wide report, though Defense has evidenced a serious commitment 
to improving their financial condition. 

With respect to the material weaknesses that are unique to the 
financial report. Treasury is actively working with 0MB and the 
agencies to remove them as impediments to achieving an opinion 
on the financial report. 

One such weakness relates to the preparation of the consolidated 
financial statements themselves and the need to establish consist- 
ency between the agency financial statements and the compiled in- 
formation used for the governmentwide statements. We are devel- 
oping and implementing a new system and procedures to prepare 
the consolidated financial statements that should resolve this find- 
ing. 

In addition, a thorough review of the standard general ledger, or 
SGL, is in process that will verify that it contains all of the ac- 
counts necessary to facilitate the reconciliation of net position. 

Another area of recurring material weakness relates to intergov- 
ernmental activity and balances. The government currently lacks 
clearly articulated business rules to ensure that agencies record 
transactions with each other consistently and correctly. The prob- 
lem is a data problem. 0MB has initiatives under way to address 
the data quality problem, and business rules are currently being 
developed that will standardize the recording of agency trans- 
actions with each other. 

Treasury is also implementing a methodology that will effectively 
eliminate intergovernmental activity. However, until the underly- 
ing data is accurate, there will continue to be potential problems 
with the presentation of the government’s activity. 

The Treasury Department continues to develop a government- 
wide accounting system that will greatly improve the agencies’ ac- 
cess to data, reduce redundant data reporting, eliminate reconcili- 
ations between the cash amounts shown on agency and Treasury 
books and provide a daily accounts statement. The redesigned sys- 
tem will be Internet-based and will be implemented in a modular, 
phased approach over the next several years. 
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Treasury’s Financial Management Service also continues to im- 
prove the SGL based reporting systems. The SGL and the full im- 
plementation of it is a critical part of Treasury’s goal to make fi- 
nancial data more accessible, more available, more accurate and 
more useful for management decisionmaking. 

We will continue to work closely with 0MB and the program 
agencies to raise the bar in financial management. We will consider 
new ideas such as audit committees and the use of pro forma finan- 
cial statements with budget submissions. These changes will re- 
quire the commitment and support of management throughout the 
Federal Government. Success will be achieved when we reliably 
and accurately report on the distinctly different financial activities 
of the many agencies of the government as if they were one entity 
and do so in a timeframe and a manner that is truly useful. We 
look forward to working together with all affected parties to reach 
that end. 

I know I speak on behalf of the career staff at the Treasury De- 
partment that we believe that this is a truly important issue for 
the Financial Management Service, the Office of Accounting Policy, 
my office, and most particularly for the Secretary of the Treasury. 

Thank you, Mr. Chairman. That concludes my remarks. 

Mr. Horn. Thank you, Mr. Secretary. 

[The prepared statement of Mr. Hammond follows:] 
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FY 2001 FINANCIAL REPORT OF THE UNITED STATES GOVERNMENT 


Mr. Chairman and members of the Subcommittee, I am pleased to have the opportumty to 
appear before you today to discuss the Financial Report of the IJnited States Government. Tins 
is my fourth appearance before your subcommittee on reporting the government’s financial 
results and while we continue to make progress, the government still has a considerable distance 
to go before the quality of its financial reporting will be equal to what the taxpayers deserve. At 
times this process has been frustrating but I am optimistic that we will achieve our objective. 
Your tireless pursuit of sound government financial management has been an important element 
of our continued improvement. 

Treasury shares your commitment to improving the state of federal financial management 
and in particular reporting financial information that is timely, reliable and most importantly 
useful. As explained more fully in the testimony of 0MB Controller Mark Everson, one of the five 
government-wide initiatives in the President’s Management Agenda addresses improved financial 
performance. One component of this agenda item is the acceleration of the timing of agency and 
government-wide financial reporting. 0MB has established a deadline of November 15, 2004 for 
agencies to submit their fiscal 2004 audited financial stat^ents and December 15, 2004 for the 
government-wide financial statements. In support of this endeavor, the Chief Financial Officers 
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Council has created a Financial Statonent Acceleration Committee, which I chair. The committee 
has set out to identify existing agency best practices for expedited preparation and issuance of 
audited financial statements as well as barriers to timely preparation. This information will be 
essential to making changes across government in the way that we process financial information. 
Accelerated reporting will finally allow adequate time to have the financial statements considered 
in the budget process, and in time for decision-makers to fiilly consider financial performance in 
the management of their programs. 

Financial Results 

The Fiscal Year 2001 Financial Report was issued on March 29* - on time for the 5* 
consecutive year. The report showed a financial loss of $514.8 billion, compared with the 
budget’s FY 2001 $127 billion surplus. The primary components of the difference between the 
budget and accrual numbers are increases in the liability for military health liabilities of $388.6 
billion, and an increase in the liability for veterans disability of $1 15.2 billion, both of which are 
recognized as costs inFYOl. As a result, for the first time, the liability for Federal employee 
(civilian and military) pension and other post retirement benefits ($3.36 trillion) exceeds the 
Federal debt held by the public ($3.32 trillion). Further, the report includes an update on the 
latest financial projections fi-om the Social Security Trustees’ Report, released on March 26, 
about the Social Security and Medicare programs. 

I highlight these items because they provide outstanding examples of the type of unique 
information contained in the Financial Report and point out the importance of disclosing these 
results. Similar to the private sector, the financial statements of the Federal government are 
presented on an accrual basis in accordance with generally accepted accounting principles 
(GAAP). In the case of the Federal government, GAAP is developed by the Federal Accounting 
Standards Advisory Board. The Financial Report presents a complete and integrated picture of 
the government’s assets, liabilities, cash flows and costs. The report also discloses the 
Government’s extensive stewardship responsibilities and commitments. As mentioned above, a 
new law requiring expanded military retiree health benefits was enacted that resulted in an 
increase in toe government’s liability for post retirement health benefits by almost $300 billion. 
These benefits are payable in toe future but the obligation to pay them has already been made. 
Only toe accrual-based Financial Report presents this government-wide consolidated infonnation 
in context to toe public, providing a more transparent picture of toe Government’s financial 
operations and position. 

Progress Made 

Treasury is committed to producing accurate and useful govemmentwide financial 
statements. Reflecting this commitment, the following changes were made to improve its 
usefulness and better disclose the government’s activities to the Congress and toe public. This 
year, for toe first time, the report presented comparative financial statements displaying the 
current and prior years. This format facilitates financial analyses and highlights trends that may 
be of importance to analysts of toe government’s activity. In addition, we have added two new 
financial statements. The Reconciliation of Net Operating Revenue/(Cost) to toe Budget Surplus 
explains the differences between the accrual-based loss and the budget surplus. These 
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differences are generally due to liabilities or future payments being recorded in the current year’s 
financial statements, while the budget does not r^x>rd diese amounts until the payment is made. 
The Disposition of the Budget Surplus e^lains how the access cash collected over cash 
payments m^e was used (for example, die ^ount of the budget surplus that was used to reduce 
the debt held by the public). In addition, we have begun reporting costs by agency rather than 
function. This is consistent with the new Presidential budget presentation and will provide a 
better basis for program performance analysis. It also is more understandable by the public. 
These changes were m^e possible throu^ die dedicated efforts of the staff of the Financial 
Mmagement Ser\hce and Tre^ury’s ac<x>vaitiiig policy office. 


GAO Opinion and Material Weaknesses 

The General Accounting Office (GAO) has again given a disclaimer of opinion, but also 
^knowledges that progr^s is being made in ^dresing the impediments to an opinion on the 
Financial Report. Across the agencies, specific progress was noted. For example, the Department 
of Agriculture and certain other key agencies made significant improvements in estimating the cost 
of the government’s lending programs and the net loan amounts expected to be collected. 
Additionally, two agencies that did not receive unqualified opinions from their auditors last year 
were able to do so this ye^, Howev^, die serious financial management and systems problems at 
the Department of Defense remain a huge ciistacle in overcoming the impediments to reaching an 
opinion on the goveniment-widc report Defense has evidoiced a serious commitment to 
improving the financial situation with Secretary Rumsfeld publicly stating that effective financial 
management reform is one of his top priorities. 

With respect to those material weaknesses that are unique to the Financial Report, 
Treasury is actively working with 0MB and the agencies to remove them as impediments to 
achieving an opinion on the Financial Report. One such we^ess relates to the preparation of 
the consolidated financial statements, and the need to establish consistency between the agency 
financial statements and the compiled information used for the consolidated financial statements. 
Treasury, in consultation with 0MB and GAO, is developing and implementing a new system 
and procedures to prepare the consolidated financial statements that will directly link information 
from the agencies’ financial statements to amounts reported in the cor^olidated financial 
statements and to facilitate the reconciliation of net position. This new process will involve 
compiling information from agency submissions taken directly from their financial statements 
and associated ‘‘closing packages,” with these closing packages containing the data necessary to 
prepare the report. In some cases, the data will be audited as part of the audit of the agencies’ 
financial statements. In other cases, auditors at the agency level will provide audit assurance 
through the application of agreed-upon procedures. In addition, a thorough review of die 
standard general ledger (SGL) is in process that vrill verify that the SGL contains all of the 
accounts necessary to facilitate the reconciliation of net position, especially between 
intragovemmental and public activities. 

This year for the first time, FMS staff did a complete analysis of the balance sheet 
numbo’s reported by the agencies and those reported in tlie statements. This work involved a 
detailed comparison and crosswalk of the information agencies reported on their financial 
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statements to the data they provided independently to FMS for the preparation of the Financial 
Report. In a very encouraging sign, the analj^is indicates that no line item differs by more than 
$270 million and total assets of $926 billion and totel liabilities of $7.4 trillion differ by $143 
million and $369 million respectively. The^ diffeErenc^ are a significant improvement fiom 
earlier years, indicate consistency of the balance sheet mformahon and reflect the marked 
improvement in the quality of the information. 

Another area of recuiring material weakness relates to intragovemmeanal activity and 
balances. The government currently lacks cl^ly articulated business rules to ensure fiiat agencies 
record transactions with each other consistently and coirajtly. This makes it difficult for agencies 
to reconcile balances with each other, resulting in inconsistent information being reported to 
Treasury. These inconsistencies can result in total government assets, liabilities, revenues, and 
expenses being misstated and raise concerns about their reliability. The problem is a data 
problem as pointed out by GAO in its audit rqx)rt Beginning with Fiscal Year 2001, 0MB and 
Treasury required agency chief financial ofticera to report on the extent and results of 
intragovemmental activity and balances reconciliation efforts. The inspectors general reviewed 
these reports and communicated the results of their reviews to 0MB, Treasury, and GAO. A 
substantial number of the CFO Act agencies did not fully perform the required reconciliations for 
Fiscal Year 2001 citing reasons such as ( 1 ) trading partners not providing needed data, (2) 
limitations and incompatibility of agency and trading partner s>«tems, and (3) human resource 
issues. 


0MB has initiatives underway to address this data quality problem. Additionally, 
business rules are currently being developed that will standm^dize the recording of agency 
transactions with each other. Meanwhile, as part of the development of the preparation process, 
Treasury is implementing a methodology that will effectively eliminate intragovemmental 
activity. However, until the underlying data is accurate, there will continue to be potential 
problems with the presentation of the government’s activity. 

Future Directions 

The Treasury Department continues to develop a govemmentwide accounting system that 
will greatly improve the agencies’ access to data, reduce redundant data reporting and eliminate 
reconciliations beh^teen the cash amounts shown on agency and Treasury books. The redesigned 
system will be Internet-based and will be implemented in a modular, phased approach over the 
next several years. The necessary accounting information will be captured at the initiation of the 
business transaction instead of after the funds have left the Government, as is presently the case. 
In addition, Treasury will provide an account statement so that agencies will know their fund 
balances on a daily basis. 

Treasury’s Financial Management Service continues to improve our SGL based reporting 
systems. Using the Federal Financial Management Improvement Act of 1996 as a base, these 
systems strive to collect data needed by 0MB and GAO directly from agency accounting 
systems. Just as manufecturers reject components that do not meet specifications, our new 
reporting systems reject rqjorts that do not meet specifications of the U.S, Standard General 
Ledger. As agencies move toward SGL compliant accounting systems, the reports continue to 
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improve. The SGL and the ftill impIemeartatioB of the SGL is a critical part of Treasury’s goal to 
make financial data more accessible, more av^able, more accurate, and more useful for 
management decision-making. 

Conclusion 

Improving financial management and is a top priority for Treasury and we 

are taking a lead role. We will work clc^ely with 0MB and pro^am agencies to raise the bar in 
financial management improvements. As I mentioned earlier in ray testimony, Treasury, 0MB, 
and GAO have reevaluated the process we use to prepare the govemment-vidde financial 
statements. Our goals include accelerating the time frames for issuing year-end audited financial 
statements and moving toward the preparation of quarterly statements by program agencies. We 
will also consider new ideas such as audit committees and the use of pro forma financial 
statements with budget submissions. These change will require the commitment and support of 
management throughout the Federal Government. It is reasonable to expect such support since 
improved financial performance is part of the President’s Management Agenda. 

Success will be achieved when we reliably and accurately report on the distinctly 
different financial activities of many agencies of Government as if they were one entity and do 
so in a time fiame and a manner that is truly useful. We look forw'ard to working together with 
all affected parties to reach that end. 

Thank you, Mr. Chairman. This concludes my formal remarks and I would be happy to 
respond to questions. 

- 30 - 
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Mr. Horn. We now have our final presenter who has hit the 
ground running in the current administration and was here during 
the Reagan administration, Mark W. Everson, the Controller, Of- 
fice of Federal Financial Management, Office of Management and 
Budget. 

STATEMENT OF MARK W. EVERSON, CONTROLLER, OFFICE OF 

FEDERAL FINANCIAL MANAGEMENT, OFFICE OF MANAGE- 
MENT AND BUDGET 

Mr. Everson. Thank you, Mr. Chairman. 

I don’t really — you have my statement, which I would ask that 
you put in the record. 

I don’t have too much to add to what my colleagues have said. 
Because, as General Walker indicated, we have an unusual degree 
of agreement and a very shared sense of priorities amongst the var- 
ious players here — GAO, Treasury and 0MB — ^And those are the 
three big players. But I will summarize a couple of the points I 
have in my statement because they were touched upon in each 
case, but I would like to give some emphasis to them. 

As to the consolidated statements themselves, clearly it is not ac- 
ceptable to be sitting here almost 7 months after the end of the fis- 
cal year and to be engaging in such a hearing. That is not your 
fault. That is our fault. 

We are going to move forward aggressively to accelerate, as both 
my colleagues have indicated, the delivery dates for financial state- 
ments. The statements themselves, there was no opinion this year, 
as has been indicated by the Comptroller General. 

The two big issues are DOD and the intergovernmental elimi- 
nations that Secretary Hammond mentioned. We are working on 
both of those. 

I am pleased to say that the Department of Defense is right on 
the cusp of releasing a contract that will over the next year estab- 
lish the enterprise architecture in the financial area. This is a very 
significant first step in what the Comptroller General indicated is 
a very deliberate attack of this longstanding problem. 

The other issue, the intergovernmental eliminations. Secretary 
Hammond has touched on them. 

We haven’t talked about the statements of the individual CFO 
Act agencies. This chart over here depicts what happened. As you 
indicated, with the statements that came through at the end of 
February, there was no change in the number of clean opinions. 
They stood at 18. But we would characterize, if you look beyond 
those numbers, that there was modest but important improvement. 
That is because two big departments came into the clean category. 
Justice and Transportation. 

You will remember that for years GAO has had the FAA as a 
real problem area. There was progress in three other departments: 
Education, still a qualified opinion, but they got a lot better. And, 
most significantly, a lot of the credit accounting was cleaned up at 
Agriculture, so that the principal problem at Agriculture now is in 
the Forest Service. And USAID for the first time had — certain of 
their statements actually were prepared and were auditable, which 
had not been the case in the past. 
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On the other hand, as you are aware, both NASA and FEMA de- 
teriorated. The administration has solid plans to make sure we re- 
cover that lost ground in both of those cases. 

The other points that I would just make briefly are — pertain to 
this area of accounting standards and trying to achieve greater 
transparency. 

The Comptroller General mentioned this issue, the debt being 
eclipsed, as did Secretary Hammond, by the benefits and retiree 
payables. I have got a chart that — if you look over there — this just 
shows the growth in that. The debt has been stable these last 5 or 
6 years. There has actually been some modest decrease in it. But 
look at the growth of the employee and veteran benefits and pen- 
sions payable. It has gone up from one half trillion dollars in just 
6 years to now it is $3.3 trillion. That is dramatic growth indeed. 

The point that was taken about the linkage of financial informa- 
tion to the budget process, that is a key ingredient of the adminis- 
tration’s initiatives both to improve financial performance but also 
to improve budget and performance integration. As I mentioned 
last time, we have got a pending proposal — it is a modest proposal 
before the Congress — to actually have the accounting for retiree 
costs bo consistont 

This is something that we took to the JFMIP. The JFMIP sup- 
ports the need for this, because it is better accounting. That is to 
say, all of the retiree costs get shown against the individual pro- 
grams, rather than some which are currently shown centrally 
against OPM’s budget. 

This has been called for as a good step by, as I say, the JFMIP, 
by the AGA, which is the government accountants group, and also 
the AICPA. So I would draw that to your attention. 

We are serious about this area. We are reconstituting the FASAB 
to have a private sector majority, six to three. That has generated 
some heat, principally because I guess there was concern about the 
reduction in the role of CBO. I would point out, though, that we 
have the same relative proportion in the government, the three 
members. GAO has a seat. Treasury has a seat, and 0MB has a 
seat. So in terms of the government participation, there is really 
no change. What we are doing here is providing for a more inde- 
pendent and hopefully better accounting. 

Those are the high points that I would make. But, as I said, I 
don’t quibble with a word that was articulated by either of the 
other two panelists. 

Mr. Horn. We thank you. 

[The prepared statement of Mr. Everson follows:] 
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Testimony of 

the Honorable Mark W. Everson 
Controller, Office of Federal Financial Management, 

Office of Management and Budget 
before 

the Subcommittee on Government Efficiency, 

Financial Management and Intergovernmental Relations, 

Committee on Government Reform 
U.S. House of R^resentatives 
April 9, 2002 

Thank you, Mr. Chairman. 

I am honored to be with you so soon after my most recent testimony on the President’s 
Management Agenda. Today I am here at your invitation to discuss in greater detail the state of 
financial management in the Federal Government. I am pleased with the steps we have taken in 
recent months to reinvigorate the government’s efforts to improve the quality of financial 
information available to agencies, the Administration, the Congress, and, most importantly, the 
American people. But, as you know, Mr. Chairman, the challenges we face are formidable. 

Problems with Financial Management in the Government 

I am sorry to say that we were again unable to receive a clean opinion on the government’s 
financial statements. I will, of course, leave a detailed discussion of the reasons for his 
disclaimer of opinion to the Comptroller General. Once again, however, poor financial 
management at the Department of Defense was the largest impediment to an opinion on the 
consolidated financial statements. In addition, the government remains unable to account for 
billions of dollars of transactions among Federal Government entities. 

Although we made great progress with the Departments of Transportation and Justice moving 
from qualified to clean opinions in FY 2001, we had deterioration in two: the National 
Aeronautics and Space Administration (NASA) and the Federal Emergency Management 
Agency (FEMA). We believe the Forest Service is now the only major remaining problem area 
holding back the Department of Agriculture from a clean opinion. 

The barriers to clean opinions aren’t our only problems, of course. As your oversight has 
pointed out, an opinion on a financial statement, even a clean one, tells us little about whether an 
agency produces timely or reliable financial information on a regular, recurring basis or whether 
it uses that information to make more informed decisions about agency or program management. 
For most agencies the answer to that question is they can’t. 

Progress in the Government's Financial Management 

As Comptroller General Walker noted in his March 29* transmittal letter for the Federal 
Government’s financial statements, “Progress is being made in addressing impediments to an 
opinion on the United States Government’s consolidated financial statements.” As just noted, 
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the Departments of Justice and Transportation joined 16 other major agencies that received clean 
opinions on their financial statements for FY 2001. In addition, the Department of Agriculture 
and the Agency for International Development both showed substantial improvement in 
producing their financial statements over previous years. For the first time ever, three of five 
components of the Department of Agriculture obtained clean opinions. This is also the first year 
the Agency for International Development was able to conduct a complete financial statement 
audit; three of the five principal financial statements received qualified opinions, rather than 
disclaimers. 

Also of note, the Department of Education this year has only one material weakness, down from 
three in FY 2000. And it is my belief that major reform efforts at the Department of Defense are 
making progress in developing and consolidating financial architectures and systems. But 
government-wide, we still have too many material weaknesses for the 24 CFO Act agencies. 
Agency accountability reports show that there are approximately 60 material weaknesses 
throughout the Federal Government. We take material weaknesses seriously. They must be 
addressed. 

The President’s Management Agenda 

Our efforts to improve the way the government manages its finances should not be perceived as 
business as usual. Improved Financial Performance is one of the five major government -wide 
components of the President’s Management Agenda. The criteria we will use to measure 
agencies in improving financial performance include not just getting clean opinions on agency 
financial statements, but also ensuring that financial management systems meet Federal 
requirements, integrating financial and performance management systems to support day-to-day 
agency operations, ensuring that agencies do not suffer fi'om repeated material weaknesses, and, 
of course, that they have no Anti-deficiency Act violations. 

Another aspect of the President’s initiative to improve financial performance is our effort to 
reduce erroneous payments. The government makes billions of dollars in erroneous payments 
each year, but we have no systematic effort to measure the extent of this problem. Until now. 

We are insisting that agencies estimate the extent of their erroneous payments and set goals and 
develop plans to reduce them. As stewards of the American people’s tax dollars, we have a 
responsibility to ensure that Federal dollars are spent as effectively and efficiently as possible. 
Our plan for improved financial performance will help us do that. 

Improved Financial Performance - Management Scorecard 

When I last testified before this Subcommittee, I briefed you on the Scorecard we were using to 
assess the status of agency efforts to address the government-wide initiatives on the President’s 
Management Agenda. And I told you that the scores are almost imiformly poor. This includes 
the scores for financial management. There is only one green score, for financial management at 
the National Science Foundation. Four other agencies received yellow for financial 
management. One of the yellows was NASA, which as a result of its disclaimer of opinion on its 
FY 2001 financial statement, will now move to red. Other grades will change as we continue to 
assess progress toward the standards we have set. 
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Actions the Government is Taking 

You can see some of the benefits of the changes we have made reflected in the quality of the 
reports agencies have submitted. All agencies produced their audited financial statements by the 
reporting deadline of February 27th. For the first time, agency reports, as well as the 
government-wide statements, included comparative reporting. This allows the reader to view 
financial information in the context of the previous year. 

Accelerated Reporting 

While there has been improvement, it is important to keep in mind that we are here today in 
April to discuss the release of the Government’s Consolidated Financial Report for the fiscal 
year that ended almost seven months ago. No one could call this financial information timely. 
For FY 2002, combined performance and accountabiUty reports are required and must be 
submitted to 0MB and the Congress by February 1, 2003. We are further accelerating the 
deadline for financial reporting so that by FY 2004 agencies will submit audited financial 
statements by November 1 5 and we will produce a Consolidated Financial Report on December 
1 5, in time for the Administration and Congress to use the information to make budgetary 
decisions. 

Interim Reporting 

To meet this accelerated timetable, agencies will be unable to rely on the current, ad hoc way in 
which many of them put together the information necessary to produce audited financial 
statements. The earlier dates will require agencies to fundamentally rethink the systems they 
now rely on to produce financial information. They will be forced to have in place substantially 
different systems and controls, ones that produce reliable financial information on a regular 
basis. In part to prompt agencies to address the requirements soon to come with accelerated 
reporting, we have instituted interim financial reporting. For the six -month period ending March 
31, 2002, agencies must submit financial statements to OMB by May 31. In FY 2003, unaudited 
financial statements will be prepared and submitted to OMB on a quarterly basis. The 
preparation of interim financial statements will surface important challenges that, as they are 
resolved, will better position agencies to meet the tightened year-end deadlines that will take 
effect for FY 2004. 

Accounting Standards 

Reflecting our desire for increased transparency in government accounting, we are reconstituting 
the membership of the Federal Accounting Standards Advisory Board, the advisory committee 
that sets accounting standards and principles for the United States Government. Instead of the 6 
to 3 ratio of Federal to non-Federal members, the board will now be made up of 6 members from 
outside the Federal Government and 3 from within the Federal Government. This new emphasis 
on outside members will bring fresh, more independent scrutiny to the accounting and financial 
reporting standards to which we hold ourselves. And with greater transparency comes 
accountability and credibility. 
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Chief Financial Officers Council Restructuring 

We have taken steps to reorganize the CFO Council into committees with missions related to the 
five government-wide initiatives of the President’s Management Agenda. Because the interests 
of the CFO Council lie chiefly with issues of financial management, there are two committees of 
the CFO Council that will address the initiative of the President’s Management Agenda dealing 
with improved financial performance, Financial Statement Acceleration and Erroneous 
Payments. I note that the Erroneous Payments Committee is conducting an initiative jointly with 
the President’s Council on Integrity and Efficiency, the council of Inspectors General, to assist 
agencies in identifying and reducing erroneous payments. Other committees dealing with the 
remaining government- wide initiatives of the President’s Management Agenda include Human 
Capital, Systems/E-Govemment, and Budget and Paformance. 

These are the steps we are taking to address many of the problems you have identified 
throughout your congressional career, Mr. Chairman. As you can see, we are focusing on the 
problem regularly and consistently. With your help, we can make real progress in the near term. 

Budgeting for Results 

Consistent with our emphasis on increased transparency, the President’s FY 2003 Budget 
proposes to charge all employee costs, including those related to retirement, to the programs 
themselves. By recording the accruing costs as employees earn benefits, managers can get a 
better sense of the true costs of operations. The proposal would bring budgeting for Federal 
employees in the Civil Service Retirement System (and several smaller retirement systems) in 
line with budgeting for employees in the Federal Employees Retirement System and the Military 
Retirement System. The proposal would have no effect on total budget outlays. 

We have proposed the necessary statutory changes to ensure that appropriations charge employee 
costs to the agency accounts where the individuals are employed. This is part of the Managerial 
Flexibility Act, which the President sent to Congress on October 1, 2001 . Like the changes to 
the President’s budget, this proposal would have no effect on the amount of money we allocate 
for employee benefits, nor would it lessen any payment to retirees. Federal employees have 
earned the benefits we are talking about. The President’s proposal simply makes a change in the 
way those benefits are accounted for so that we can get a more accurate sense of the full cost of 
government programs. 

The accounting changes called for in the Managerial Flexibility Act have been supported by a 
broad coalition in the government accounting world. As the Joint Financial Management 
Improvement Program (JFMIP) recently stated, key element of financial planning and 
evaluations is clear measurement of the full costs of agencies ’ activities during each fiscal year. 
Including these costs in data used for budgetary decision-making would enhance both the 
planning process and the evaluation of the cost of operations. It would also provide for enhanced 
consistency and transparency relating to presentation of this information and greater 
accountability for results. " The American Institute of Certified Public Accountants has stated 
similar support: "We support providing for the full costs of agencies ‘ activities, including 
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Federal employee retirement costs, in individual agency budgets. This would enhance the 
evaluation of the true costs of operations within each Federal agency, and more closely align the 
Federal government ’s budgetary process with its financial accounting and reporting processes. " 
The 1 8,000 member Association of Government Accoimtants (AGA) has indicated: ''AGA 
supports the integration of accounting and budgeting concepts proposed by 0MB with respect to 
Federal post-employment benefits. ” 

This accounting proposal is consistent widi our effort to provide increased transparency over the 
government’s finances. The accrual-based financial statements, which generally provide a more 
comprehensive picture of government operations and obligations than traditional budget 
information alone, show that for the first time, future employee and veterans benefits payable in 
the amount of $3.4 trillion exceed the debt held by the public of $3.3 trillion. As our obligation 
to Federal employees grows, greater transparency will help us ensure that our responsibilities are 
met. 

The time is right for this full cost accounting improvement, especially given the heightened 
sensitivity to the need for accuracy and transparency in accounting. We welcome this strong 
support from the professional community, which adds momentum to making this improvement 
this year. I hope, Mr. Chairman, that we can count on your leadership and strong support for this 
common sense change in the law. 

Thank you. 
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Mr. Horn. Let me ask the first question here. 

If the three of you were to be available to the President on other 
assignments and the three Cabinet officers have been stuck with 
malaria, the lepers and everything else, and they can’t get back to 
their agency for a couple of years, and the President says, I want 
you three to go over to those offices, what would be — given what 
you are testifying on — what would you say to your staff in the — 
that you are now a Cabinet officer and you were really very con- 
cerned about the fiscal situation. What would you tell them? And 
how would you face that? 

We will start with you, Mr. Everson, because you know what the 
executive branch is like. 

Mr. Everson. Yes, thank you. 

Mr. Horn. So do you other two. So what would you say and what 
would you have them do? 

Mr. Everson. I think that the division that has been articulated 
by the JFMIP, it is thanks largely to the leadership that GAO has 
demonstrated over the years, is that financial information has to 
be useful to support day-to-day operating decisions. What I am 
struck by, returning to government, is the total split between staff 
functions in government and operating functions in government. 

In industry, there are two things that happen. First, the staff 
functions generally tend to hang together, if you will, where the 
CFO and the CIO and the procurement officer and the H.R. officer 
all work together and frequently they battle it out with the opera- 
tors. 

What is the problem you have here and gets back to this issue 
is you — one of the questions I have about — there are many benefits 
to the CFO Act, but we seem to have moved forward with a real 
splitting of those functions now. I am not sure that they are cooper- 
ating the way they should be. 

So the first thing I would try to do is get my staff functions to 
be aligned and to work together. Because you are not going to fix 
your financial issues until you get all of the staff functions to work 
together. 

Then the second step is to get the operating people, the program 
managers to work with the staff functions. It is a two-step process, 
if you will. 

Mr. Horn. Mr. Hammond, you have been around here a long 
time. 

Mr. Hammond. Building on what Mr. Everson said, I think the 
important thing from my standpoint would be to identify within 
the organization that there be only one source of financial informa- 
tion on program data. 

I think one of the things that I found in my experience is when 
you talk to program managers within an agency they come up with 
financial information that is totally distinct from the financial in- 
formation that may be found in any central system or central re- 
porting. If you can put in place a methodology and a discipline to 
look to only one source of data, and that being the agency’s own 
central data, I think that goes lockstep with what Mark was say- 
ing, that you integrated then the staff functions into the program 
people. 
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Today the amount of time and effort that is spent in program op- 
erations, developing and tracking their own financial information 
and measuring it their own ways and slicing it in their own fashion 
is huge; and it results in them looking at the staff functions and, 
quite frankly, saying they are not value added to me. 

That is not the right outcome. The right outcome is for the staff 
functions to provide the data that the program needs, for that not 
only to be value added but for them to be a critical part of the dis- 
cussion. 

Mr. Horn. What is the role of your Assistant Secretary for Ad- 
ministration in Treasury? Does he have any — he or she — is he the 
fiscal financial officer? 

Mr. Hammond. He has actually got somewhat of a unique role, 
as I understand it, across agencies, in that Assistant Secretary po- 
sition is not only the Chief Financial Officer for Treasury but it is 
also the Chief Operating Officer, essentially, for the agency. He sits 
on the President’s Management Council. So he has a unique per- 
spective on — his involvement not only deals with finance, but it 
deals with the fundamental operations and systems reforms 
throughout the department, and the CIO reports to that position 
as well. 

So I think it — in Treasury, you have a very strong integration of 
those staff functions, bringing them together at an operating level. 
You still, however, because of the decentralized nature of the bu- 
reau operations, have program information which, you know, is not 
under, you know, the same type of review, I guess I would say. 

Mr. Walker. Can I take a shot? 

Mr. Horn. Go ahead. 

Mr. Walker. I would characterize your question as why should 
we care about this? And the response that I would give to that is 
that accounting is how you keep score and how you keep score 
counts. 

Second, if you don’t have timely, accurate and useful financial, 
budget and management information available, you will never 
maximize the economy, the efficiency and the effectiveness of gov- 
ernment and you will never adequately ensure the accountability 
of government to the taxpayers. 

Third, if you can’t do that, then you are not going to attain and 
maintain the public’s respect for and confidence in their govern- 
ment. 

And, last, given our long-range fiscal challenges which are being 
pushed by known demographic trends and in rising healthcare 
costs, we have to make some tough choices. You need to have that 
timely, accurate, useful information in order to be able to make 
tough choices about where you ought to allocate resources, what is 
working, what is not working, who should be rewarded, who should 
be held accountable, etc. 

Mr. Horn. One of the things that has bothered me for 5 years 
on this thing was the Treasury; the Administrative Secretary there 
was putting all of these things to his particular bailiwick. 

Now, when Congress put together saying, you know, they have 
got to face up to CFOs, we meant a full-time CFO, not just pushed 
into the administrative thing. I think part of Treasury’s problems 
has been, over the years, with the Internal Revenue group, et al. 
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which had a real mess on its hands, and I don’t know the degree 
to which — we are going to have the Commissioner in here in a cou- 
ple of weeks, as we do every year. Then when Congress said, you 
know, most of those people down there really don’t know what they 
are talking about when you get to a Chief Information Officer — so 
that is thrown in there, and it seems to me you need to get a few 
first-rate people to hold one of those positions. The Deputy Sec- 
retary in Treasury and the under secretaries of many other depart- 
ments, it just seems to me that they don’t fully use their opportuni- 
ties for talent to come into the administration and to provide some 
leadership there. 

And you say, Mr. Hammond, that you don’t agree with that. That 
is fine. Let’s hear it. 

Mr. Hammond. Well, it is certainly a little bit out of my area of 
expertise with regard to the Treasury’s overall operations. But I 
would speak to the fact that over the past 4 or 5 years the role of 
the Assistant Secretary for Management at Treasury has been very 
carefully refined, trying to balance the needs for management of a 
very large decentralized organization and bringing in some very, 
very top-notch people. 

We have been fortunate to have people such as Nancy Killefer as 
well as the incumbent, Ed Kingman, hold that position. I think 
they bring a vast amount of private sector experience and have 
made a lot of changes in the way that office interacts with its — you 
know, its appropriate functions within the department. 

I know that from my other hat, I sit on top of the Financial Man- 
agement Service in the Bureau of the Public Debt, two operating 
bureaus at Treasury that I deal with, the Assistant Secretary for 
Management on a range of budget issues and operational issues for 
those two bureaus, I find them to be very engaged and very in- 
volved in not only the financial management but the overall pro- 
gram management from the standpoint of how it relates to consist- 
ent Treasury policy. 

Mr. Everson. Could I weigh-in on this one? 

Mr. Horn. Yes. 

Mr. Everson. Secretary O’Neil is not a bashful fellow 

Mr. Horn. I have noticed that. 

Mr. Everson [continuing]. And he totally, totally supports both 
the governmentwide efforts that we have all been speaking to, but 
dramatic reform efforts at Treasury. He has tasked Ed Kingman — 
and, as Don is saying, I chair the President’s Management Council. 
Ed is a frequent participant in the substance there and also chairs 
one of our CFO committees. Just as Don chairs the financial accel- 
eration, Ed chairs another. He has the total support of the Sec- 
retary. 

You can set up any boxes you want. But, if the leadership, mean- 
ing the Secretary and the Deputy, doesn’t empower these people 
and drive them to change, nothing will happen. 

Changes are happening at Treasury. They are moving to the 3- 
day close, very aggressive programs to eliminate the two remaining 
material weaknesses. 

So I think that even though it is a very hard department to man- 
age, because, as Don indicated, everything from the IRS to inter- 
national trade elements, tracking to the ATE, this administration 
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through those players I know is tackling those tasks that you are 
concerned about. 

Mr. Horn. Well, the other one told us that, too, and that is when 
I started getting upset and — back in, as I say, 5 years ago — and I 
never saw much happening. Well, a little bit is happening now, and 
they are in the category of improvement, and that is a clean-bit on 
there for a while. 

But it just seems to me that — and that is what I said way back 
during the Clinton administration, what are you doing? I mean, for 
heaven’s sake, can’t you focus on something and not just have a po- 
sition and overwhelm one person and not take advantage of the 
CFO and the CIO? 

Mr. Everson. Yes. 

Mr. Horn. That bothers me. I guess it is going to continue to 
bother me. But until they really get the job done, I don’t know how 
you can do anything else. That is part of your problem. 

You are right about saying, get the staff to start moving. That 
is what a staff is supposed to be for. I think there has been some 
progress to improve the financial management, but I think it has 
a long way to go. 

What role do you see your agency — or under your jurisdiction 
taking in developing strategies for addressing the problems that 
continue to prevent the government from preparing auditable con- 
solidated financial statements? That group is going to stay out 
there in malaria-land until you three get there, because you are the 
only ones left practically. And what would you do? How would you 
keep after them? They just smile at you. 

I mean, I know what the bureaucracy does. I have been in it. 
And I was bothered then. That was the Eisenhower administration. 
I am still thinking about it. 

Yes. 

Mr. Walker. Mr. Chairman, I think you have to start at the top, 
and there are a lot of other things that have to happen. But let me 
touch on a few things. First things first. 

As I noted in my testimony, the President has identified financial 
management as one of his top five management priorities. Now, 
frankly, the last President did, too. This President has a CFO 
Council. You know, the last President did, too. But, the fact of the 
matter is that there are some things that are fundamentally dif- 
ferent that cause some hope. 

First, this President has been personally engaged on occasion in 
dealing with some of these management issues. That is unusual, if 
not unprecedented, at least in modern times. 

Second, most of the Cabinet-level officials — or at least many if 
not most of the Cabinet-level officials — in the administration have 
some private sector experience and have a better understanding of 
the need for timely, accurate and useful information, because of 
some of the reasons I have articulated. 

Third, the JFMIP principals, which comprise the individuals that 
I talked about, have never been more active in identifying what are 
the problems, what the barriers are, and determining an action 
plan that can be implemented by the staff who are critically impor- 
tant to getting us to where we need to be. And all are fully commit- 
ted. 
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I have got to tell you, Secretary O’Neil has been at every JFMIP 
pricipals meeting. Director Daniels would have heen at every meet- 
ing but for a last-minute meeting with the President that he was 
called to before our last one. Director James has also been involved 
in every meeting. We are all confirmed for the next meeting. 

So there are a lot of things that have to happen. But I am hope- 
ful that if we can sustain this momentum we will see much more 
progress over the next year or two than we have seen in a number 
of years. 

Let me mention one other thing. I think one of the things we 
have to deal with is that, while we have a lot of capable and com- 
mitted players at the present point in time, I think we have to rec- 
ognize that not only in the financial management area but also in 
the human capital area, in the information technology area, in the 
strategic planning area and a variety of others, we are talking 
about a fundamental transformation of how the government does 
business. 

We are talking about looking longer range. We are talking about 
looking more integrated. We are talking about changing some fun- 
damental things. That takes years. 

I think one of the things the government is going to have to face 
is whether it is well organized? Does it have the right kind of peo- 
ple responsible and accountable who over a period of time, will 
transcend presidents, political secretaries, and assistant secretaries 
in different areas to try to make sure that the infrastructure issues 
get dealt with and dealt with effectively over time? I have concerns 
about that. 

Mr. Horn. Any other thoughts on that? 

Mr. Hammond. Well, just one. I think I wanted to reemphasize 
something that is apparent to me but I think isn’t also necessarily 
apparent to the public, which is the level of involvement that Sec- 
retary O’Neil brings and commitment to those areas. He has dem- 
onstrated a focus and an interest that I have not seen during my 
tenure at Treasury on financial management from the secretaries. 
Bob Rubin had a strong interest but not the level of detailed inter- 
est that Paul O’Neil brings to this. 

For example, this year with regards to the management rep- 
resentation letters across government, he was involved in the prep- 
aration for the governmentwide management representation letter. 
As you can imagine, there a number of weaknesses noted in that. 

Mr. Horn. Now, Secretary Rubin was committed to getting at 
the debt, and I just haven’t followed it yet. But what about Sec- 
retary O’Neil? Is he pushing the agencies to get the debt turned 
over for the credit and the debits and the — getting rid of the debt? 

Mr. Hammond. Very definitely. There is a great example of a 
program, once it gets high-level attention and focus, that every 
agency comes on board, participates cooperatively, and we have got 
a whole range of success stories. Debt collection is a great example 
of when you bring the kind of high-level focus and commitment, 
you can get some very, very strong results. 

I am encouraged that after the Secretary this year went through 
the agency rep letters, for example, that he is going to followup 
with some of the agencies. Because I think it is very eye-opening, 
when you see a three-inch binder of disclaimers from various agen- 
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cy officials about the state of their financial systems, someone with 
our Secretary’s experience looks at that and immediately under- 
stands that this is a bigger issue than it may appear, you know, 
at first glance. 

Mr. Horn. Well, it is especially important when we are trying to 
get a balanced budget again; and one way to do it is to take care 
of the debt situation all over the executive branch. I do hope the 
administration will ask the Ways and Means Committee that we 
get at the tax debt. Right now, everybody says, oh, well, that really 
isn’t in the law. Well, if you are sitting there, you got to have a 
little energy and do what is needed to be caught up. And it has not 
been very well caught up except for Rubin’s pushing on that. His 
successor didn’t do a thing, so I am glad that Secretary O’Neil 
wants to do it. 

Because it is — I think for the average citizen, when they say, 
hey, I pay my taxes, what is wrong with these jokers? And getting 
away time after time after time in terms — just saying, oh, you 
know, I am going into bankruptcy. And we shouldn’t allow that. We 
shouldn’t have that kind of thing. 

Constantly the same old gang is the one that is just — is thieving 
away at the Treasury. And that gets me, and it gets everybody else 
when you pay your taxes. 

Mr. Hammond. I do have some encouraging news with regard to 
the collection of delinquent tax debt, which is that the tax levy off- 
set system is now fully operational. So we are in the process of 
working with the IRS to get those debts certified so — the only thing 
worse than not collecting debt is collecting the wrong debt. So we 
are wanting to make sure that those numbers are good and that 
the debts are validly owed. Once those are loaded in the system we 
will have another tool to collect the — exactly those delinquent obli- 
gations. 

Mr. Horn. Are we going to get tax collectors in the private sector 
or are we going to continue to let the bureaucracy continue to do 
it in IRS? 

Mr. Hammond. With regard to the private collection agencies, 
that at this point is still an IRS operational issue. 

Mr. Horn. That is why we haven’t collected the debt, and we 
knew that from day 1. They phonied us up here when they said, 
oh, we have got this great bit for you to have a little pilot of this. 
Well, it was a 5-year-old debt, and you never get anywhere with 
a 5-year debt. 

I was shocked because I have a great opinion of Commissioner 
Rossotti. But I was shocked last year that he hadn’t taken some 
really moving ahead action. 

You can’t just take one phone call or one letter. You have got to 
keep after it. The Commissioner before Mr. Rossotti said, we can’t 
do that, that is the privacy law. 

That is nonsense. Just give them the address, say they owe us 
$10,000. If they are gripping about that, fine, then you turn them 
over to the IRS and say, well, now is this right or wrong? 

So, again, we just let the money go down the drain, and that 
bothers me. 

I don’t know. What does the General Accounting Office think 
about that? 
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Mr. Walker. Clearly, we think there are more aggressive steps 
that need to be taken with regard to debt collection. I think, as Sec- 
retary Hammond noted, it is important, though, to make sure that 
when people are aggressively attempting to collect valid debt. 

That leads us back to the problem with the basic financial sys- 
tems. We don’t have timely, accurate and useful information. So I 
think we need to keep that in mind in determining what type of 
safeguards might need to be in place, so that as you pointed out, 
Mr. Chairman, if somebody believes that they don’t owe anything, 
there is some type of mechanism whereby the validity of the debt 
can be verified one way or the other and not have people aggres- 
sively going after debts when there could be some real legitimate 
dispute about whether or not the amount is owed. 

But once that has been decided, I think we need to consider some 
experimentational alternative ways of collecting that debt, because 
you want to have incentives for people to do the right thing. If they 
don’t do the right thing, then you have to have appropriate ac- 
countability. Otherwise, that creates pervasive incentives not to 
comply. 

Mr. Horn. Any other comments on that? 

Mr. Everson. I agree with both of those remarks, sir. 

Mr. Horn. Good. Well, maybe we can get something done, par- 
ticularly on the private collections. I just don’t understand why 
that can’t be done. 

I realize they have got a union in the Treasury and all that. But 
we said, hey, you can have the first crack at it in 3 months. If you 
haven’t collected it, turn it over to collectors that know what they 
are doing. So that is what bothers me. Because I don’t know — they 
talk a good game, but let’s see what happens. When you are after 
money and we are waging a war, we need to find every dollar we 
can find to get it into the Treasury. 

Now the administration and the executive branch has done a fine 
job with your management scorecard to highlight the agencies 
progress in achieving the management and performance improve- 
ments. I just wonder, how do you plan to measure agencies 
progress? What are you primarily thinking about? Is it just dollars 
or it is accomplishments and results of what you were given the 
power by Congress to do it? So how are we going about that? 

Mr. Everson. In each case, as you will recall from our earlier 
discussions, we did a baseline evaluation as of the end of the last 
fiscal year, the end of 2001, against the standards for success. The 
standards for success were articulated for each of the five agenda 
initiatives. In the case of the financial standards for success, we de- 
veloped them at 0MB. We had them commented upon by the agen- 
cies. And then we took them to the JEMIP, so that the JEMIP 
staffs and then the principals reviewed and adjusted the standards. 
So you have the vision that is articulated in each of those areas 
for what is success. 

And I would tell you that is a first and significant step. In finan- 
cial management, for years the administration, the government has 
been responding to GAO high-risk lists or your own interventions 
from the Congress for investigations. And that, frankly, is the 
wrong way to do it. It is reactive as opposed to having a set of 
standards that you are driving to and always, of course, being at- 
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tentive to the events or to areas that come up from time to time. 
But you should have standards. We have got that now. 

As we made those evaluations, we went back and asked each 
agency to develop plans to improve their status. They have done 
that now. There was a series of negotiations that took place. Some 
have just only been completed. They all differ. Because each agen- 
cy’s situation is unique, of course. 

We have been talking about the Treasury Department. But the 
Treasury Department, with all of its disparate functions, is dif- 
ferent form the Social Security Administration, which is sort of a 
more of a single-purpose entity, if you will. 

We have worked with the agencies, and they have established a 
set of deliverables and timetables. We will measure progress, once 
having accepted the plans by how they are adhering to the 
deliverables and the timetables that they agreed to with us. Each 
quarter we will sit down with them. 

I am going to be sitting down with the leads on each of the five 
agenda items actually later this month to review where the agen- 
cies — what they got done in this first calendar quarter of 2002, and 
we will assess the progress that way. If they are making progress 
in accordance with the established deliverables and the timetables, 
that would be green on the progress side for the agenda item. If 
they are showing some slippage, which calls into question the tim- 
ing or maybe some elements of the deliverable, that would be a yel- 
low. If, on the other hand, they are at risk of achieving the objec- 
tive absent strong intervention, meaning that they are headed to- 
ward not achieving the objective, that is going to be a red on the 
progress side. 

We are just starting that. We are going to do our first evalua- 
tions at the end of March. So we are sort of tweaking that process 
and tightening it up as we go. 

Mr. Horn. Well, I will stick with you for a minute. The prepara- 
tion of reliable financial statements is only the first step to finan- 
cial management improvement. In the testimony the General Ac- 
counting Office stated that many agencies resort to extraordinary 
efforts to prepare financial statements. 

What’s being done to address the internal control and systems 
weaknesses that are preventing agencies from having reliable fi- 
nancial information for day-to-day management? 

Mr. Everson. I think there are — there are three things. First, we 
are — on a governmentwide basis Don spoke about the efforts he is 
leading to look at, let’s say, certain governmentwide standards and 
issues on reporting and fund balances and transactions that Treas- 
ury has the lead on. We’re trying to, from a policy point of view, 
cleanup things and make them better governmentwide. Joe Cul, 
my deputy, Don, and I got a group of people who have worked very 
closely on that. 

But second, the two other areas which are internal to the agen- 
cies are really related to two things; one, systems, and there are 
any number of important systems projects under way, where I 
mentioned just a moment ago the start of something very signifi- 
cant at DOD where they’re doing the enterprise architecture. So 
they’ll have a coherent systems approach and they will rationalize 
over 600 different systems that they have that feed into the finan- 
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cial statement information. That clearly is a major thrust and if 
you look almost at any government agency now there’s a lot of sys- 
tems work under way. 

But it goes heyond that, I would say, to include looking at your 
business processes independent of systems. It’s not only about 
money and new systems. It’s also about doing things like looking 
at your unliquidated obligations on a regular basis instead of doing 
some sort of an analysis just 4 or 5 months after the close of the 
fiscal year, a lot of things that companies do on a monthly or quar- 
terly basis that government doesn’t bother to do except at the end 
of the year, and clearly one of our clear intentions by forcing accel- 
eration of the statements is that there will be a rupture, there will 
be a change in practices and that will have two benefits. It will 
provide for the more timely information itself, but it will also get 
to the issue of actually making information useful internally. 

Mr. Horn. When will that happen on what you’re doing with the 
agencies and the systems they have and how they can generate fi- 
nancial statements to meet the dates? What will happen? 

Mr. Everson. I think that’s all going to happen on a case-by-case 
basis. What we’ve done now is we — the due date for the 2001 state- 
ments was February 27. We’ve done two things for the 2002 cycle. 
First, we’ve mandated joint or combined performance and account- 
ability reports. Up until now, although some departments and 
agencies did it, there is no requirement to link your GPRA report- 
ing to your accountability reports which has the financial state- 
ment information. That’s nuts because the whole intention of 
GPRA is to have that kind of a linkage. So we’re requiring that 
linkage. We’re going to accelerate the due date to February 1, but 
then after a lot of internal discussion we decided to have a pause 
so that the 2002 date will be the same date in 2003 and then accel- 
erate it from February 1 to November 15 in 2004 because we recog- 
nize that these issues and some of the systematic changes will take 
time. We want the agencies to plan correctly to do this because 
there are a lot of technical issues. 

Mr. Horn. Comptroller General. 

Mr. Walker. Mr. Chairman, I think there are three things that 
hopefully can help significantly to make progress in this area and 
avoid what we have referred to in the past as heroic efforts where 
people spend millions of dollars and thousands of person-hours try- 
ing to get a clean opinion but at the same time they have material 
control weaknesses, substantial compliance problems, and don’t 
have timely and accurate, useful information to make decisions. 
No. 1, change how you keep score, change the definition of what 
is success in financial management. 

The last administration did a number of positive things; however, 
one of the things that I was always concerned about is that they 
tended to measure success based upon whether they achieved a 
clean opinion or not. That creates perverse incentives. GAO has 
said for some period of time that’s the wrong measure. The JFMIP 
principals have now agreed. 0MB has now adopted it for their “get- 
ting to green” efforts. And so we’ve got different measures of suc- 
cess to deal with the root causes. 

Second, the acceleration of the due dates of the financial state- 
ment reporting will serve to further discourage heroic efforts be- 
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cause people won’t have time to be able to do a lot of things they’ve 
been doing and still hit the date. So you give them an incentive 
from the standpoint of how you keep score. You end up undercut- 
ting their ability to do it by accelerating the due dates. And the 
third thing which I hope is happening, and I’m sure that they will 
followup on if it’s not, is one of the things that Mark just talked 
about — is linking performance and accountability, linking budget 
with management, and focusing on results and outcomes. 

So hopefully one of the things that is happening through the 
budget process is that 0MB is integrating what the management 
plans are with the resource allocation decisions and they are fund- 
ing things that are dealing with the root-causes and denying things 
that are superficial and that aren’t ending up actually making sub- 
stantive improvements that can be sustained over time. I think 
that’s another critical element and one of the reasons why you real- 
ly do need to link that M with that B in order to get the desired 
results. 

Mr. Horn. Let’s take one example of Treasury Customs. When 
Commissioner Kelly was there, he recognized, and he had a soft- 
ware to produce it, that he looked at fire East Coast versus the 
West Coast on the type of personnel that they needed in both 
places because of containers and the whole business of trade com- 
ing into the United States and so forth. So he was out at the end 
of that, and I don’t know that the new Commissioner is doing any- 
thing about it. But it sure needs it and in order to do it, as we 
know, in a bureaucracy, you can’t just take it from the New York 
crowd and put it in the two largest ports in the United States or 
the Long Beach Port and the Los Angeles Port, and together they 
are No. 1 right behind Singapore, and yet they don’t have the peo- 
ple to check the containers and all the rest and you’ve got — some 
of the containers have people from this gang in Shanghai that 
charge $30,000 to get each of those persons into the United States, 
and we try to get them on the high seas and the Coast Guard has 
done a terrific job in doing that, and then you also have the prob- 
lem of just a plain bunch of fouled-up invoices, and they need to 
deal with that. And I think Customs has a great opportunity but 
we’ve got to do that and you can’t take it away. So let’s do it for 
more where it’s needed, and that was what Kelly’s approach was 
to that and he was right. 

Mr. Hammond. I’m not all that familiar with the operations of 
the Customs Service obviously, but I can tell you from conversa- 
tions that I’ve been part of that container inspections in particular, 
the way they’re approached, the methodology, the data supporting 
how that development, how that inspection is done is something 
that Secretary O’Neil has personally expressed a lot of interest in. 
It is something that he understands and the — obviously the events 
of September 11th have focused a lot of attention on issues related 
to container security as well as other forms of port of entry. It is 
something that I can tell you that he is personally engaged in and 
I suspect that Judge Bonner, the new Customs Commissioner, is 
equally engaged in that same sort of very disciplined review of 
those practices. 

Mr. Horn. What they have now is they say, well, we check 1 per- 
cent. This was 1 year ago. We get 1 percent of the containers com- 
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ing through. That’s sort of laughable. So they got it up to 2 percent, 
and every 4th month or so 1.6 million containers go through the 
ports of Long Beach and Los Angeles and that moves to all over 
the United States, and we’re about to realize this coming week that 
the Alameda Corridor is opened and that will move trade even fast- 
er in terms of trains moving 24-hours a day right up to the cargo 
and off it goes, and if they are suspicious about one they take it 
up 20 miles, unload all of the container and they take it apart, and 
sometimes they get a good hit and there’s narcotics or whatever 
there and it just — but we need some more people power to really 
have any of this moving. 

So I would hope that we can get it in a fairer way so the West 
isn’t constantly losing a lot of people and then not being able to 
hire others because it’s on the East Coast. We had that on fre- 
quencies, by the way, on these terrorism things. Most of them are 
on the East Coast and we need to get frequencies for communica- 
tion throughout the executive branch, and that’s a real problem. 
And we shouldn’t be having private sector things when the govern- 
ment needs the frequencies. And in our first hearing in Nashville 
we had a problem with the helicopters of the bases in Tennessee 
versus the civilian helicopters that bring people into hospitals from 
far away places, and again they can’t talk to each other because 
they aren’t on the right frequencies. So we need to do something 
with that, and that ought to be going fast. 

So in the results approach, a good bipartisan bill we had, and the 
Majority Leader Armey was pushing that for everybody just as I 
was and we need to get the results timed with the financial side 
and, as you say, the scoring and if it isn’t of any use to making 
decisions, then we shouldn’t even waste our time on it, but if deci- 
sions can be better and more effectively used, that would be impor- 
tant, it seems to me, for all of us to take a look at that, what is 
it and how do you know that this cabinet department really is 
doing something effective or just writing checks. Well, there’s more 
to that than just writing checks. 

So what kind of penalty will the executive branch do if people 
sort of fail on the reporting deadlines? What kind of penalty is it? 
Do you take a few million dollars out of their budget? That would 
get their attention. 

Mr. Everson. On the deadlines itself, I haven’t contemplated yet 
what would be the ramification of that. As you indicated earlier, all 
24 of the CFO Act reports were timely this year. I don’t yet have 
any indications — Don and I haven’t talked about it but — that we’ll 
have a problem next year with the 1-month acceleration. I believe 
that we will meet that uniformly in the sense that nobody’s yet 
squawked and said they can’t do it. It’s too early to say, sir, where 
we’ll be on the 45-day deadline. That’s 21/2 years out. 

We set a very high bar. I fully hope that we will achieve that 
across the board of all 24 agencies. That is what we’re going to 
drive to. I can’t tell you yet what the consequence would be if we 
fail in one or more instances, but I will certainly consider it. And 
all I want to just do is reiterate, as Dave said a few minutes ago, 
on the scorecards themselves the President has been using these. 
I don’t know what more consequences or focus you could want than 
to have the chief executive of the land using the scorecard when 
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he sits down, and it was mentioned — Ari Fleischer was talking 
about it last week, when the Social Security Administrator was in 
with her deputy — they went through the scorecard and they talked 
about it afterwards in the press. So I think there will clearly be 
consequences as time goes on because of the accountability and the 
focus and the thrust that the administration all the way through 
is bringing to these things. 

Mr. Walker. Mr. Chairman, can I jump in there? 

Mr. Horn. Certainly. 

Mr. Walker. I think we need to look at it from the standpoint 
of both individual and institutional perspectives. You’ve got to have 
appropriate accountability mechanisms if things aren’t done, and 
obviously it depends upon how significant the slip is and the item. 
But obviously something that should be looked at is, you know, to 
what extent is this affecting the individual’s compensation, includ- 
ing whether or not they will receive a bonus. It should also affect 
their opportunities for promotions or different level increases to the 
extent they’re in the SES, whatever level they are at. It should also 
affect in appropriate circumstances whether or not they continue to 
be retained in their position. So I think you have to look at it both 
individually as well as institutionally. 

Unfortunately, what has happened all too frequently in the 
past — and I’m not talking about this administration. I’m just talk- 
ing generically — is that entities who get more of the money are the 
entities who have failed in the past, and so we need to have an in- 
centive to make sure that we understand where we’re going and 
we’ve got a game plan. We’ve got to get people focused on appro- 
priate accountability mechanisms and try to get the money to these 
people who are really making a difference, both institutionally and 
individually, in achieving progress. 

Last thing, as Mark mentioned, the administration has decided 
to accelerate the due date for agency financial reports up to Feb- 
ruary 1st next year. Our statutory reporting timeframe for the con- 
solidated financial statements, as you know, was March 31st. The 
Social Security and Medicare trustees’ statutory reporting deadline 
is April 1. I can tell you if past is prologue we are going to have 
a problem next year in that this year we had about 3 days to be 
able to look at the Social Security and Medicare projections, which 
is absurd, especially given the fact that GAO has access to top se- 
cret information, special compartmentalized information, and yet 
the staff don’t want to provide information on the Social Security 
and Medicare reports. Something has got to be done to make sure 
that information is accelerated and to make sure that type of infor- 
mation is included in not only the agency financial statements but 
the consolidated financial statements. Otherwise the government 
just looks foolish. 

Mr. Everson. We would agree with that. There are a host of se- 
quencing issues that you get to when you start to do the accelera- 
tion, and those are the kinds of things we’re grappling with right 
now. 

Mr. Horn. On the Results law Mr. Armey in particular likes 
that. He has told the chairs of the authorization committees and 
the appropriations subcommittees that you ought to be able to sit 
down with members of the executive branch and just talk and not 
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just have the staff of both parties do it but the people that are se- 
lected by the President and the people that are elected by the peo- 
ple. And I don’t know if any of them have ever sat in this last year. 
Has anybody ever said, hey, let’s talk about some of this? And 
maybe they all want to run in opposite directions. I don’t know. 

Mr. Everson. In terms of — you’re speaking, sir, of the GPRA re- 
porting and 

Mr. Horn. Right. 

Mr. Everson. I think that my perspective on this, and it goes 
back to what we were speaking about just a minute ago, the Comp- 
troller General was talking about, what is really the fifth initiative, 
budget and performance integration. I see very serious efforts tak- 
ing place at the departments to try and rationalize that continuum 
of establishing objectives, strategic objectives, which my impression 
from the discussions I’ve had with other administration officials is 
that by-and-large coming in our people tend to believe that the 
strategic — the broad strategic objectives, what’s the mission of the 
Interior Department at broadest level, has been pretty well articu- 
lated and we accept in many instances those overall mission state- 
ments. 

It’s when you get down to the second and then the third level of 
what you might consider more tactical objectives that you get into 
trouble, where outputs rather than outcomes have been defined. 
Let’s get 100,000 new cops; that’s an output as opposed to is crime 
down and why is crime down. Let’s get more teachers; that’s an 
output as opposed to are kids reading better. Let’s write more 
grants for diabetes; that’s an output as opposed to is diabetes being 
reduced. We’re trying to, through that initiative, focus on that con- 
tinuum so that you’re getting the right things measured because 
what you measure will change behaviors, and I think that through 
that initiative we’re starting to see some progress. 

Mr. Walker. If I could add to that real quick, Mr. Chairman, I 
think part of that goes back to what we talked about earlier, which 
is how do you define success? We’ve redefined what success is in 
the area of financial management. The President’s Management 
Agenda has taken a shot at redefining success in the other five 
major areas. Departments and agencies need to look beyond what 
historically they viewed in their mission and say, well, how are we 
going to define success, how are we going to know whether or not 
we are being successful or, if we’re not, are we making progress to- 
ward achieving the desired outcomes? That is part of this fun- 
damental transformation process. That is a multiyear effort, but is 
beginning and it is important that it continue. 

Mr. Horn. Well, I think that’s you’re absolutely right on that, 
and I’m delighted you’re pushing it in that way and challenging the 
bureaucracy and the political appointees and the career appointees 
that you’re serious. 

Mr. Everson. Could I make one additional point on this? I’m the 
vice chair and the acting chair of the President’s Management 
Council and we’ve just recently made a change there based on 
our — we had a retreat at the beginning of March and wanted to fig- 
ure out how we would do things better because it’s been about a 
year, and what we’ve done is we’ve reconstituted the Council to in- 
clude three committees. One is human capital and that’s chaired by 
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0PM Director Kay James. Another is on e-government because 
that is a particularly challenging initiative because it requires co- 
ordination across agencies, and that is chaired by Cam Findley, 
who is the Deputy at Labor. Bill Hansen, who is the Deputy Sec- 
retary of Education, is chairing the third group, which is on budget 
and performance integration because we recognize that unless we 
get buy-in from the cabinet departments and the agencies and they 
help us define what this has to look like, it won’t help just having 
the Comptroller General and the Director of 0MB and a few other 
people talking about it. It’s got to be — this club has to be picked 
up and carried by the operators that run those departments. So we 
think that this will help do that. 

Mr. Horn. Good. So let me just close with a few things here. 
Does the Congress need to impose any additional legislative re- 
quirements to assist the agencies improve financial performance? 
Is there something that we can do that will help you manage the 
executive branch? 

Mr. Everson. I’d like to think about that, sir. We’ve had a series 
of conversations about very preliminary and very general — there 
are a lot of things that interact here. There have been some stat- 
utes that have been established over the last 10 or 12 years. They 
aren’t always totally connected, and you’ve had evolution in duties 
and responsibilities of IGs and other areas. There are a lot of 
things to look at that could be considered in terms of defining a 
slightly better working model. 

I’m not suggesting the model that we have is a barrier. I think 
that certainly the burden is upon us to work with that model and 
there is a lot we can do with the existing model, but I want to re- 
serve judgment before I would make any specific suggestions. 

Mr. Horn. The kind of thing I’m thinking of is in the Debt Col- 
lection Act back in 1996 we provided that the agency that collected 
the debt, to help it along because they needed computing and take 
part of that and let the agency improve their computer situation; 
in other words, we’re given a little carrot out there. 

Mr. Everson. No. I’m going to back up and I’m going to reverse 
myself here. I think that the erroneous payments area. I’ll tell you 
something that’s pending before the Congress right now that I’m 
concerned about. In the farm bill the quality control program is 
being weakened rather than strengthened and as we go — one of the 
vexing things is not just our systems but in a lot of cases this $20 
odd billion or so dollars that GAO reports on as erroneous pay- 
ments. A lot of times these are moneys — these are programs that 
are conducted by States or counties or other officials on behalf of 
the Eederal Government. There needs to be clear accountability on 
the part of the third parties. It’s not just the fact that Treasury or 
Ag or somebody is not running the program correctly. I would 
watch — I would take a look at that farm bill if you could. 

Mr. Horn. I’m going to be in Iowa in a month or two; so we 
might ask that question. 

Mr. Walker. Mr. Chairman, I think it’s appropriate for the 
JFMIP principals to talk about this issue. We already have identi- 
fied a couple of areas where we know there are problems that need 
to get resolved. They may be able to be handled administratively 
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but to the extent they can’t be handled administratively, we won’t 
be shy about letting you know. 

Mr. Horn. Well, any other thoughts you have? 

Mr. Everson. No. I’m just thankful that you have this continued 
interest and, as I said at the top of the hour, I think that we have 
an unusual alignment right now of people who are really trying to 
get some things done. Your continual poking and prodding and cor- 
ralling us is very helpful because it makes sure that we get cen- 
tered correctly from time to time and aren’t only talking to each 
other. 

Mr. Horn. Well, I agree with you on that, and anything we can 
do to be helpful we’ll be glad to do it, at least up through Decem- 
ber, or part of December. 

I want to thank the people that put this hearing together. J. Rus- 
sell George is our very distinguished staff director and chief coun- 
sel right back there. And Bonnie Heald, deputy staff director, next 
to him. And then Henry Wray, senior counsel, right behind me 
here, and we’re delighted to have Rosa Harris, who’s done a terrific 
job as professional staff on loan from the General Accounting Of- 
fice. Don’t hold anything against her. Just hold it against me. Give 
her a raise. Detailee. She’s done a terrific job. I’ve seen the best 
questions and so forth, and I haven’t given her justice because I 
haven’t used all her questions. Justin Paulhamus, the majority 
clerk, he’s gone with us now all over America. He’ll see America. 
And Michael Sazonov, the subcommittee intern. And the minority 
staff here is David McMillen, professional staff for the minority, 
and Jean Gosa, for the minority clerk, and without her we couldn’t 
use this place. The court reporters, Mark Stuart and Lori 
Chetakian. And we thank you all, and I’d like to thank the inspec- 
tors general of the 24 departments and agencies for their invalu- 
able contributions to our financial management grades this year 
and we thank you. You’re moving in the right direction and if we 
can help you, we’ll be glad to. With that we’re adjourned. 

[Whereupon, at 11:29 a.m., the subcommittee was adjourned.] 
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